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WEDNESDAY, MAY 21, 1958 


Unirep States SENATE, 
SPECIAL SUBCOMMITTEE OF THE 
CoMMITTEE ON THE J UDICIARY, 
Washington, D.C. 

The committee met, pursuant to call, at 10:05 a. m., in room 424, 
Senate Office Building, Senator John A. Carroll, chairman of the 
subcommittee, presiding. 

Present : Senators Carroll and Ervin. 

Also present: Francis C. Rosenberger, staff member. 

Senator Carrotu. The committee will be in order. 

This is a special subcommittee of the Committee on the Judiciary 
consisting of the Senator from North Carolina, Mr. Ervin, the Sena- 
tor from Illinois, Mr. Dirksen, and myself, as chairman, to take testi- 
mony on three bankruptcy bills which have been passed by the House 
of Representatives and referred to this committee in the Senate— 

H. R. 13, to amend certain sections and to add a new section to the 
Bankruptcy Act. 

H. R. 106, to amend the Bankruptcy Act to authorize courts of 
bankruptcy to determine the dischargeability or nondischargeability 
of provable debts. 

H. R. 982, to amend section 77 (c) (6) of the Bankruptcy Act. 

I will ask that all three of these bills be placed in the record of the 
hearing at this point. 

(H. R. 18, H. R. 106, and H. R. 982 are as follows :) 


[H. R. 18, 85th Cong., 1st sess.] 


AN ACT To amend sections 3238, 331, 334, 335, 336, 337, 363, and 376 of, and to add a 


new section to, the Bankruptcy Act approved July 1, 1898, and Acts amendatory thereof 
and supplemental thereto 


Be it enacted by the Senate and House of Representatives of the United States 
of America in Congress assembled, That section 323 (11 U. 8. C., see. 723) of 
the Bankruptcy Act approved July 1, 1898, as amended, is amended to read as 
follows: 

“Sec. 323. A petition filed under this chapter shall state that the debtor is in- 
solvent or unable to pay his debts as they mature, and shall set forth the pro- 
visions of the arrangement proposed by him, or, that he intends to propose an 
arrangement pursuant to the provisions of this chapter.” 

Sec. 2. Section 331 (11 U. 8S. C., sec. 731) of the Bankruptcy Act, as amended, 
is amended to read as follows: 

“Sec. 331. The judge may at any stage of a proceeding under this chapter 
refer the same to a referee either generally or specially. If the judge or all the 
judges are absent from the district, or the division of the district in which a peti- 
tion under this chapter is filed, at the time of the filing, the clerk shall forthwith 
refer the case to the referee.” 
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Sec. 3. Section 334 (11 U. 8S. C., sec. 734) of the Bankruptcy Act, as amended, 
is amended to read as follows: : 

“Sec. 334. Within ten days after the petition is filed the court shall give notice 
by mail to the debtor, the creditors, and other parties in interest of a meeting 
of creditors to be held not less than fifteen days nor more than thirty days after 
the date of the mailing of such notice.” 

Sec. 4. Section 335 (11 U. S. C., sec. 735) of the Bankruptcy Act, as amended, 
is amended to read as follows: 

“Sec. 335. (1) The notice of such meeting of creditors shall be accompanied 
by a copy of the proposed arrangement, if filed, a summary of the liabilities as 
shown by the schedules, and a summary of the appraisal, if one has been made, 
or, if not made, a summary of the assets as shown by the schedules. 

“(2) If the notice of such meeting is not accompanied by a copy of the pro- 
posed arrangement, the court, at such meeting, shall fix a time within which the 
proposed arrangement shall be filed and shall adjourn the meeting for at least 
fifteen days after the date so fixed, or, if the proposed arrangement is filed at 
or before such meeting, shall adjourn the meeting for at least fifteen days. At 
least ten days before such adjourned date, the court shall mail notice of the 
adjourned meeting, together with a copy of the proposed arrangement, to the 
creditors and other parties in interest. 

“(3) The notice of such meeting of creditors as hereinbefore provided may 
also name the time for the filing of the application to confirm the arrange- 
ment and the time for the hearing of the confirmation and of such objections 
as may be made to the confirmation.” 

Sec. 5. Section 336 (11 U. S. C., sec. 736) of the Bankruptcy Act, as amended, 
is amended to read as follows: 

“Sec. 336. At such meeting, or at any adjournment thereof, the judge or 
referee— 

“(1) shall preside; 

**(2) may receive proofs of claim and allow or disallow them; 

“(3) shall examine the debtor or cause him to be examined and hear 
witnesses on any matter relevant to the proceeding ; and 

“(4) shall receive and determine the written acceptances of creditors 
on the proposed arrangement, if a copy thereof shall have accompanied the 
notice of such meeting or adjourned meeting. Such acceptances may be 
obtained by the debtor before or after the filing of a petition under this 
chapter.” 

Sec. 6. Section 337 (2) (11 U. 8. C., sec. 737 (2)) of the Bankruptcy Act, as 
amended, is amended to read as follows: 

“(2) fix a time within which the debtor shall deposit, in such place as 
shall be designated by and subject to the order of the court, the considera- 
tion, if any, to be distributed to the creditors, the money necessary to pay 
all debts which have priority, unless such priority creditors shall have 
waived their claims or such deposit, or consented in writing to any provision 
of the arrangement for otherwise dealing with such claims, and the money 
necessary to pay the costs and expenses of the proceedings, and the actual 
and necessary expenses, including fees and expenses of attorneys, account- 
ants, and agents, in such amounts as the court may allow, incurred after 
its appointment by a committee appointed pursuant to section 338 of this 
Act, or incurred before or after the filing of the petition under this chapter 
by a committee designated in writing, filed with the court and signed and 
acknowledged by a majority in amount of unsecured creditors whose claims 
have been scheduled otherwise than as contingent, unliquidated or disputed 
and who would not be disqualified by section 44 of this Act to participate in 
the appointment of a trustee: Provided, however, That in fixing any such 
allowances the court shall give consideration only to the services which con- 
tributed to the arrangement confirmed or to the refusal of confirmation of 
an arrangement, or which were beneficial in the administration of the 
estate, and the proper costs and expenses incidental thereto; and’. 

Sec. 7. Section 363 (11 U. S. C., sec. 763) of the Bankruptcy Act, as amended, 
is amended to read as follows: 

“Sec. 363. Alterations or modifications of an arrangement may be proposed 
in writing by a debtor, with leave of court, at any time before the arrangement 
is confirmed ; or where the court has retained jurisdiction pursuant to the pro- 
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visions of section 368 of this Act, an arrangement providing for an extension of 
time for the payment of debts in whole or in part may be altered or modified 
after it has been confirmed to the extent and subject to the limitations set forth 
in section 387 of this Act.” 

Sec. 8. Section 376 (11 U. S. C., sec. 776) of the Bankruptcy Act, as amended, 
is amended to read as follows: 

“Sro. 376. If the statement of the executory contracts and the schedules and 
statement of affairs, as provided by paragraph (1) of section 324 of this Act, 
are not duly filed, or if an arrangement is not proposed in the manner and with- 
in the time fixed by the court, or if an arrangement is withdrawn or abandoned 
prior to its acceptance, or is not accepted at the meeting of creditors or within 
such further time as the court may fix, or if the money or other consideration 
required to be deposited is not deposited or the application for confirmation is 
not filed within the time fixed by the court, or if confirmation of the arrange- 
ment is refused, the court shall— 

“(1) where the petition was filed under section 321 of this Act, enter 
an order dismissing the proceeding under this chapter and directing that 
the bankruptcy be proceeded with pursuant to the provisions of this Act; 
or 

(2) where the petition was filed under section 322 of this Act, enter an 
order, upon hearing after notice to the debtor, the creditors, and such other 
persons as the court may direct, either adjudging the debtor a bankrupt 
and directing that bankruptcy be proceeded with pursuant to the provisions 
of this Act or dismissing the proceeding under this chapter, whichever in 
the opinion of the court may be in the interest of the creditors: Provided, 
however, That an order adjudging the debtor a bankrupt may be entered 
without such hearing upon the debtor’s consent.” 

Src. 9. Immediately after section 386 of the Bankruptcy Act add a new section 
as follows: 

“Sec. 387. Where an arrangement which has been confirmed provides for an 
extension of time for payment in whole or in part of the debts affected by the 
arrangement, and the court has retained jurisdiction pursuant to section 368 of 
this Act— 

“(1) A proposal to alter or modify the arrangement by changing the 
time of payment of deferred installments of the consideration,. or by 
reducing the amount of such payments, or to accomplish both of such altera- 
tions or modifications, may be filed by the debtor with leave of court after 
the arrangement has been confirmed, but before the deferred consideration 
has been fully paid, or if such deferred consideration is represented by 
negotiable promissory notes, then before such notes have been delivered to 
the creditors. 

““(2) The proposal to alter or modify the arrangement shall set forth the 
proposed alterations or modifications, shall state whether the deferred 
payments provided for by the arrangement are evidenced by negotiable 
promissory notes and, if so, whether such promissory notes have been de- 
livered to the creditors, and the reasons why such alterations or modifica- 
tions are proposed. The proposal shall be accompanied by a list of the 
names and addresses of all creditors who have extended credit to the debtor 
since the arrangement was confirmed. 

“(3) If the court permits the proposed alterations or modifications to be 
filed, it shall call a meeting of the creditors on at least ten days’ written 
notice to the debtor, the creditors and other parties in interest, including 
creditors who extended credit during the proceeding or after the arrange- 
ment was confirmed, and shall transmit with such notice a copy of the 
alterations or modifications proposed. 

“(4) If at such meeting the arrangement as altered or modified is accepted 
as required for confirmation by section 362 of this Act by the creditors 
affected by such alteration or modification, the court, subject to the pro- 
visions of section 366 of this Act, shall confirm the arrangements as altered 
or modified.” 

Passed the House of Representatives March 19, 1957. 

Attest : 


RatpH R. Roserts, Clerk. 
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[H. R. 106, 85th Cong., Ist sess.] 


AN ACT To amend the Bankruptcy Act to authorize courts of bankruptcy to determine the 
dischargeability or nondischargability to provable debts 


Be it enacted by the Senate and House of Representatives of the United States 
of America in Congress assembled, That subsection (a) of section 2 of the Bank- 
ruptey Act, as amended (11 U. 8. C. 11 (a)), is amended by adding at the end 
thereof the following: 

“(22) Determine the dischargeability or nondischargeability of all provable 
debts. If a case is reopened solely for the purpose of determining such discharge- 
ability or nondischargeability, no additional filing fees shall be collected.” 

Sec. 2. That subsection (a) of section 11 of the Bankruptcy Act, as amended 
(11 U. S, C. 29a), is amended to read as follows: 

“(a) A suit which is founded upon a claim from which a discharge would be 
or is claimed to be a release, and which is pending against a person at the time 
of the filing of a petition by or against him, shall be stayed until an adjudication 
or the dismissal of the petition; if such person is adjudged a bankrupt, any 
action upon a claim from which a discharge would be or is claimed to be a release 
may be stayed until the question of his discharge and the question of the dis- 
chargeability or nondischargeability of the claim are determined by the court 
after a hearing, or by the bankrupt’s filing a waiver of, or having lost, his right 
to a discharge, or, in the case of a corporation, by its failure to file an application 
for a discharge within the time prescribed under this Act: Provided, however, 
That such stay shall be vacated by the court if, in a proceeding under this Act 
commenced within six years prior to the date of the filing of the petition in bank- 
ruptcy, such person has been granted a discharge, or has had a composition con- 
firmed, or has had an arrangement by way of composition confirmed, or has 
had a wage earner’s plan by way of composition confirmed.” 

Sec. 3. Subsection (c) of section 14 of the Bankruptcy Act, as amended (11 
U. S. C. 32c), is amended by striking the word “or” preceding the figure 3 in 
parentheses and by striking all of clause (3). The succeeding clauses of sub- 
section (c) are renumbered as follows: Clause (4) is renumbered clause (3), 
clause (5) is renumbered clause (4), clause (6) is renumbered clause (5), and 
clause (7) is renumbered clause (6). 

Sec. 4. Subdivision a. of section 17 of the Bankruptcy Act, as amended (11 
U.S. C. 35a), is amended to read as follows: 

“a. A discharge in bankruptcy shall release a bankrupt from all of his provable 
debt, whether allowable in full or in part, except such as (1) are due as a tax 
levied by the United States, or any State, county, district, or municipality; (2) 
are liabilities for obtaining money or property by false pretenses or false repre- 
sentations, or for obtaining money or property on credit or obtaining an exten- 
sion or renewal of credit in reliance upon a materially false statement in writing 
respecting his financial condition made or published or caused to be made or 
published in any manner whatsoever with intent to defraud, or for willful and 
malicious injuries to the person or property of another, or for alimony due or to 
become due, or for maintenance or support of wife or child, or for seduction of 
an unmarried female, or for breach of promise of marriage accompanied by 
seduction, or for criminal conversation; (3) heve not been duly scheduled in 
time for proof and allowance, with the name of the creditor if known to the 
bankrupt, unless such creditor had notice of actus! knowledge of the proceedings 
in bankruptcy; or (4) were created by his fraud, embezzlement, misappropria- 
tion or defalcation while acting as an officer or in any fiduciary capacity; or 
(5) are for wages which have been earned within three months before the date 
of commencement of the proceedings in bankruptcy due to workmen, servants, 
clerks, or traveling or city salesmen, on salary or commission basis, whole or part 
time, whether or not selling exclusively for the bankrupt; or (6) are due for 
moneys of an employee received or retained by his employer to secure the faithful 
performance by such employee of the terms of a contract of employment.” 

Passed the House of Representatives July 15, 1957. 

Attest: 


Rawtpu R. Roserts, Clerk. 








BANKRUPTCY 5 


[H. R. 982, 85th Cong., 2d sess.] 
AN ACT To amend section 77 (c) (6) of the Bankruptcy Act 


Be it enacted by the Senate and House of Representatives of the United States 
of America in Congress assembled, That paragraph (6) of section 77 (c) of the 
Bankruptcy Act (11 U. S. C. 205 (c)) is amended to read as follows: 

“(6) If a lease of a line of railroad is rejected, and if the lessee, with the 
approval of the judge, shall elect no longer to operate the leased line, it shall be 
the duty of the lessor at the end of a period to be fixed by the judge to begin the 
operation of such line, unless the judge, upon the petition of the lessor, shall 
decree after hearing that it would be impracticable and contrary to the public 
interest for the lessor to operate the said line, in which event it shall be the duty 
of the lessee to continue Operation on or for the account of the lessor, until 
abandonment of such line is authorized in accordance with the provisions of 
section 1 of the Interstate Commerce Act, as amended, or until such operation 
pursuant to this paragraph is otherwise lawfully terminated. During any such 
operation, the lessor shall be deemed to be a carrier subject to all applicable 
provisions of the Interstate Commerce Act, as amended, and shall be entitled to 
receive just, reasonable, and equitable divisions of rates, fares, or charges 
applicable to the transportation of persons or property over its line or lines of 
railroad and the lines of the lessee or other carriers, and the provisions of sec- 
tion 15 (6) of the Interstate Commerce Act, as now or hereafter amended, shall 
apply to said divisions whether or not joint rates covering such transportation 
have been established.” 


Passed the House of Representatives February 17, 1958. 
Attest: 


RALPH R. RosBerts, Clerk. 

Senator Carrot. Notice of this hearing was published in the Con- 
gressional Record of ‘Tuesday, May 13, 1958, with an invitation to any 
person desiring to be heard or to submit a statement of views to get in 
touch with the subcommittee. 

We have the following schedule of witnesses and we will be glad to 
hear any other persons who may wish to be heard. 

Witness list for H. R. 13: 

1. Charles A. Horsky, National Bankruptcy Conference. 

2. W. Randolph Montgomery, National Bankruptcy Conference. 

3. Ernest Geeslin, Bankruptcy Division, Administrative Office of 
the United States Courts 

Witness list for H. R. 106: 

1. Senator Frank Lausche, of Ohio. 

2. Charles A. Horsky, } National Bankruptcy Conference. 

3. Bertram K. Wolfe, National Bankruptcy Conference. 

4. Ernest Geeslin, Bankruptcy Division, Administrative Office of 
the United States Courts. 

5. Sidney 8S. Schiller and Milton Schaffner, Chicago Retail Credit 
Association. 

6. Linn K. Twinem, attorney, New York City. 

7. Landon L. Chapman, attorney, Chicago, Til. 

8. Fred Holy, attorney, Chicago, Il. 

Witness list for H. R. 982: 

1. Vernon V. Baker, Director, Bureau of Finance, Interstate Com- 
merce Commission. 

2. Armistead Rood, attorney, Washington, D. C. 

3. Herbert H. Corbin, New Haven Railroad. 

I will say to the able Senator from North Carolina that I recom- 
mend we proceed with H. R. 13 first, and following that, H. R. 106, 
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in the hope that we can finish these two measures this morning, 
and then if we can get unanimous consent while the Congress is in 
session, while the Senate is in session, we will proceed this afternoon 
to H. R. 982. 

Does the Senator from North Carolina have any comments or sug- 
gestions ? 

Senator Ervin. That will be entirely satisfactory to me. Senator 
Lausche, of Ohio, told me he wanted to testify about one of these, 
H. R. 106, I think. He said he would be here this morning. 

Senator CarroLL. Supposing we proceed and then when Senator 
Lausche is here, or any other Senator or Member of Congress appears, 
we will proceed out of order. 

Mr. Rosenpercer. Senator, Senator Lausche’s office said that in the 
event he did not come by, he would like to have this letter placed in 
the record in connection with H. R. 106. 

Senator Carrott. Supposing we withhold this. 

Senator Ervin. He told me about an hour ago that he would try to 
get over here about 10: 30. 

Senator Carrotu. I will ask you to hold that in abeyance, Mr. 
Rosenberger. 

Senator Ervin. I think the procedure which the chairman suggests 
is quite wise. 

H. R. 13 


. Senator Carrott. And now we have listed here as a witness for 
H. R. 13—may I ask any of the witnesses in the room, there may be 
some here that had planned to testify on H. R. 982. Now the reason 
for our procedure is that we felt that we could get two of these bills 
which appear to be noncontroversial—I am not saying there is not 
some controversy about them, but they are not quite as involved as 
H. R. 982, and we will get these out of the way first. It is entirely 
possible if we move this hearing along, we may reach a part of H. R. 
982 this morning. If any of the witnesses on H. R. 982 want to make 
a comment at this time or come back at 2 o’clock, that will be satis- 
factory. 

Mr. Baxer. I am here in behalf of the Interstate Commerce Com- 
mission. My name is Baker. I will be glad to remain if you think 
you will reach H. R. 982, but otherwise if you will excuse us, we will 
return at 2 o’clock. 

Senator Carroti. Well, Mr. Baker, I think probably you would be 
the first witness on H. R. 982, and if it does not interfere too much 
with your work, if you can stay, it is entirely possible we might get 
through with your testimony this morning. It depends upon the 
speed with which we proceed. 

Mr. Baker. I will be very glad to remain. 

Senator Carrotit. Thank you very much. 

Mr. Rosensercer. Mr. Chairman, another prospective witness on 
H. R. 982, Mr. Rood, just entered the room after you made your 
comments. 

- Senator Carrot. Mr. Rood, I made an observation that we are 
going to proceed on H. R. 13 and H. R. 106 this morning and we will 
probably not get to H. R. 982 until this afternoon, about 2 o’clock. 

Mr. Roop. Very good, sir. 
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Senator Carrotu. We are perfectly willing to have you stay, but I 
thought—it seems unlikely to me that we will get beyond Mr. Baker. 
There is a possibility—Mr. Baker will be the first witness on H. R. 
982—a possibility that he might get on this morning, but I thought I 
ought to tell the witnesses who have an interest in H. R. 982 that they 
will probably not get on until 2 o’clock. 

Mr. Roop. Thank you, sir. 

Senator Carrott. Mr. Horsky, please. 


STATEMENT OF CHARLES A. HORSKY, NATIONAL BANKRUPTCY 
CONFERENCE 


Senator Carroiy. I see former Senator O’Conor in the room. 
Senator, are you here to testify ? 

Mr. O’Conor. No, sir. We just started to listen first, and then we 
will address ourselves to you, sir, as to any help we can give. 

Senator Carrott. Do you know we are proceeding with H. R. 13 
first and then H. R. 106? 

Mr. O’Conor. No, sir. Have you announced what the procedure 
will be on that? 

Senator Carrotit. Yes. And then this afternoon, H. R. 982. 

Mr. O’Conor. Our interest here is on H. R. 106. 

Senator Carrott. Then I think—we are proceeding on H. R. 13 
and then we will—I merely called attention in the record to the fact 
that you are here and we will be happy to hear you when the proper 
time comes. 

Mr. Horsky, will you state your name, please ? 

Mr. Horsky. My name is Charles A. Horsky. I am the chairman 
of the National Bankruptcy Conference. The organization which I 
represent is composed of some 30-odd members of the bar and of the 
bench interested in the administration of the Bankruptcy Act. It 
was founded in the late 1930’s and it has been interested in improving 
bankruptcy law and bankruptcy administration since that time, and 
has participated in virtually all of the amendments to the act that 
have occurred during that period. 

The members of the conference are practicing attorneys in bank- 
ruptcy, referees in bankruptcy, professors of bankruptcy at various 
law schools, and individuals who have an interest, although not di- 
rectly practicing in bankruptcy law and bankruptcy administration. 

Several organizations are participants in the conference. The 
American Bankers Association, the American Bar Association, the 
American Institute of Accountants, the Commercial Law League, 
the National Association of Credit Management, the National Asso- 
ciation of Referees in Bankruptcy, and the New York Credit and 
Financial Management Association. 

I should like to submit, just so you can see it, Senator, a list of the 
roster of members. Here are copies of our stationery which has the 
membership on the back of it. 

Senator Came Without objection I think this ought to be offered 
in the record to show what the National Bankruptcy Conference con- 
sists of. 

Mr. Horsxy. Very well. I will be very happy to do that. 
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(The stationery referred to is as follows :) 
NATIONAL BANKRUPTCY CONFERENCE 


OFFICERS 


Chairman: Charles A. Hoskey 
Secretary : William C. Knox, Jr. 
Treasurer : Peter B. Olney 


PARTICIPATING ORGANIZATIONS 


American Bankers Association 

American Bar Association 

American Institute of Accountants 

Commercial Law League of America 

National Association of Credit Men 

National Association of Referees in Bankruptcy 

New York Credit and Financial Management Association 


LIFE MEMBERS EMERITUS 


Watson B. Adair, 214 Quaker Road, Sewickley, Pa. 

Walter Chandler, First National Bank Building, Memphis, Tenn. 

Robert A. B. Cook, 30 Federal Street, Boston, Mass. 

Reuben G. Hunt, Federal Building (Room 327), Temple and State Streets, Los 
Angeles, Calif. 

Fred H. Kruse, United States Courthouse, Toledo, Ohio 

Peter B. Olney, Box 85, Avon, Conn. 

Edwin 8.8. Sunderland, 15 Broad Street, New York, N. Y. 

Harry Zalkin, 19 Rector Street, New York, N. Y. 


CONFEREES 


Charles Banks, 1964 Waldmere Avenue, Sarasota, Fla. 

Bertram Bennett, Philadelphia Savings Fund Building, 12th and Market Streets, 
Philadelphia, Pa. 

J. O. Brott, 730 15th Street NW., Washington, D. C. 

James M. Conners, 989 Market Street, San Francisco, Calif. 

Mortimer J. Davis, 71 West 23d Street, New York, N. Y. 

Samuel C. Dubenstein, United States Courthouse, Brooklyn, N. Y. 

C. D. Friebolin, 414 Federal Building, Cleveland, Ohio 

John Gerdes, 1 Wall Street, New York, N. Y. 

A. J. Granoff, 916 Walnut Street Building, Kansas City, Mo. 

Harry S. Gleick, 1062 Paul Brown Building, St. Louis, Mo. 

John Hanna, Columbia Law School, Kent Hall, New York, N. Y. 

Anson Herrick, 465 California Street, San Francisco, Calif. 

Charles A. Horsky, Union Trust Building, Washington, D. C. 

J. Francis Ireton, First National Bank Building, Baltimore, Md. 

Frank R. Kennedy, Iowa University School of Law, Iowa City, lowa 

William C. Knox, Jr., 14 Wall Street, New York, N. Y. 

Sydney Krause, 521 Fifth Avenue, New York, N. Y. 

Milton P. Kupfer, 29 Broadway, New York, N. Y. 

Irwin Kurtz, United States Courthouse, Foley Square, New York, N. Y. 

William T. Laube, Jr., University of California, Berkeley, Calif. 

Hubert F. Laugharn, 111 West Seventh Street, Los Angeles, Calif. 

Herbert Loewenthal, United States Courthouse, Foley Square, New York, N. Y. 

James A. MacLachlan, Harvard Law School, Cambridge, Mass. 

Dudley L. Miller, 1 Wall Street, New York, N. Y. 

W. Randolph Montgomery, 1 Wall Street, New York, N. Y. 

James William Moore, Yale University School of Law, New Haven, Conn. 

Norman H. Nachman, First National Bank Building, Chicago, Ill. 

Kurt H. Nadelmann, B6, Langdell Hall, Harvard Law School, Cambridge, Mass. 

Charles Elihu Nadler, Walter F. George School of Law, Mercer University, 
Macon, Ga. 

Francis F. Quittner, 639 South Spring Street, Los Angeles, Calif. 

Joseph J. Rifkind, United States Courthouse, Los Angeles, Calif. 
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August B. Rothschild, 155 Montgomery Street, San Francisco, Calif. 

Louis J. Sagner, 349 North Calvert Street, Baltimore, Md. 

Max Schwartz, 26 Court Street, Brooklyn, N. Y. 

Charles P. Seligson, 350 Fifth Avenue, New York, N. Y. 

Estes Snedecor, United States District Court, Portland, Oreg. 

Luther D. Swanstrom, 38th floor, Banker’s Building, 105 West Adams Street, 

Chicago, Ill. 

Sidney Teiser, Microlex Corp., 1 Graves Street, Rochester, N. Y. 

Carroll A, Teller, 1 La Salle Street, Chicago, Ill. 

Kenneth S. Treadwell, 23d floor, Smith Tower, Seattle, Wash. 

Benjamin Weintraub, 2 Lafayette Street, New York, N. Y. 

Morris Weisman, Market Street National Bank Building, Philadelphia, Pa. 
Benjamin Wham, 231 South La Salle Street, Chicago, Ill. 

Bertram K. Wolfe, 3042 United States Courthouse, 9th and Chestnut Streets, 

Philadelphia, Pa. 

Senator Carrotu. What is your address ? 

Mr. Horsxy. 701 Union Trust Building, Washington, D.C. 

Senator Carrotu. Are you an attorney ¢ ‘ [ 

Mr. Horsxy. I am an attorney eemnene in Washington. 

My purpose in asking to appear here today, Senator, is to introduce 
the gentleman in our conference who is most familiar, I should say, or 
as familiar as anyone in our conference with the detailed provisions 
of H. R. 13. H. R. 13 is a general review and, we hope, an improve- 
ment of chapter 11 of the Bankruptcy Act. We initiated several years 
ago a study of this chapter with the hopes that we could find ways to 
improve its administration and its language by virtue of the experi- 
ence that we have had under it since it was first passed. 

Our conference considered it at length. It was carefully worked 
over by our drafting committee, and it has been the subject of a great 
deal of study over a number of years. 

It has also, as you know, and as I am sure will be testified here today, 
been approved by the judicial conference. 

I should like to introduce to you, to talk specifically about H. R. 18, 
a gentleman whose name appears the second on the r ight-hand side of 
the stationery which I have just handed to you, Mr. W. Randolph 
Montgomery of 1 Wall Street, New York, who is here and will eee 
to the details and explain the bill to you. With your permission 
should like to do that. 

Senator Carrotu. Any questions, Senator Ervin, at this time? 

Senator Ervin. No. 

Senator Carroti. Mr. Montgomery, will you come forward, please? 


STATEMENT BY W. RANDOLPH MONTGOMERY, FOR THE NATIONAL 
BANKRUPTCY CONFERENCE, BEFORE A SUBCOMMITTEE OF THE 
COMMITTEE ON THE JUDICIARY, UNITED STATES SENATE, 
MAY 21, 1958 


Senator Carroti. Will you state your name, please. 

Mr. Montrcomery. My name is W. Randolph Montgomery. 

Senator Carroti. What is the nature of your business? 

Mr. Monrcomery. I am a lawyer, a member of the firm of Gerdes, 
Montgomery & Miller, 1 Wall Street, New York City. I am a mem- 
ber of the National Bankruptcy Conference and have been since the 
conference was organized, and am general counsel for the National 
Association of Credit Men. 





10 BANKRUPTCY 


I have hada great deal to do with chapter 11 from its very incep- 
tion. I served on a subcommittee of the National Bankruptcy Con- 
ference that drafted the section as it was incorporated into the Chand- 
ler Act in 1938. And I have had some experience and practice un- 
der it and have good opportunity to observe it. 

I might say that in business asset cases, in metropolitan centers, 
at least, chapter 11 is resorted to more frequently than straight bank- 
ruptcy for business cases. An attempt is almost always made to re- 
habilitate the debtor under chapter 11 before plunging it into bank- 
ruptcy and liquidating it, and a great many businesses have been sal- 
vaged through the operations of chapter 11 that otherwise would 
have been liquidated under the general provisions of the Bankruptcy 
Act. 

I think the chapter has justified its existence many times over since 
it was originally incorporated in that act. There is nothing very 
radically wrong, I might say, with chapter 11 the way it stands today. 
But there are several features of the chapter which we believe can be 
Pets 

A proceeding under chapter 11, I might say, in the first place is 
purely voluntary on the part of a debtor. You cannot put a debtor 
involuntarily into a chapter 11 arrangement proceeding as you can 
a separate reorganization proceeding under chapter 10. The reason 
why the chapter is voluntary is because it is designed primarily for 
the relief of the individual, the partnership, and the closely held 
family corporation that gets into financial difficulties. 

We do not believe hat there is any outside interest that could com- 
pel the reorganization of such a private enterprise if the managers 
and owners of it did not wish themselves to have it rehabilitated. That 
is the reason why this chapter is limited to voluntary proceedings. 

Now, under the present provisions of the act, a petition for relief 
under chapter 11 is required to be accompanied by a copy of the pro- 

osed arrangement. That was written into the act in the hope that 
it would speed up the administration of cases brought under chapter 
11. It hasn’t worked out that way. It has been found, as a matter 
of experience, that it is very rarely that a debtor or debtor’s attorney 
can formulate a satisfactory and definitive plan of arrangement ex 
parte without consultation with his creditors or within the time which 
may be permitted when speedy action is necessary to avoid any tax 
or levy. 

The result has been that in view of the fact that the act makes the 
filing of a copy of arrangement with the petition mandatory, that lip 
service has been given to that requirement where the requirement, has 
been met at all. So-called plans of arrangement accompanying peti- 
tions in those cases which the debtor Samant has no serious expectation 
of ever consummating. In other instances the courts having found 
that it is not practical to have a definite plan of arrangement accom- 
pany the petition, have closed their eyes and ears to the mandatory 
requirement of the statute that the arrangement accompany the peti- 
tion and have allowed a time for the filing of a plan of arrangement. 

Of course, that is entirely extralegal and there is no authority for 
it in the act. 
| After mature consideration, it was the judgment of the National 
Bankruptey Conference that the situation might well be remedied 
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by making it permissible but not mandatory to file a copy of the ar- 
rangement with the petition and if the arrangement does not accom- 
pany the petition, to allow the court at the first meeting of creditors 
to fix a time after hearing what the situation is within which the plan 
of arrangement shall be filed. 

Now, that is the principal, amendment that is incorporated in H. R. 

13, allowi ing time to the ee a if he wants it, to formulate and file a 
plan of arrangement, rather than making it mandatory that the plan 
accompany the petition, 

Another change that—— 

Senator Carroti. While we are on that, if you will permit an 
interruption, I will read from the House report on H. R. 13, and 
ask if you agree that this states what the situation is that you have 
just explained— 

The primary change proposed by this legislation concerns the filing with the 
petition of a plan of arrangement. H. R. 13 would make the filing of this plan 
with the petition in chapter 11 proceedings permissive rather than mandatory. 

Do you agree with that up to this point ? 

Mr. Montcomery. That is exactly correct. 

Senator Carroiu. I will continue to read from the House report: 

This would bring the procedure undér chapter 11 into line with present pro- 
cedure under chapter 13 which provides for wage earners relief similar to. that 
provided by chapter 11. 

Is that statement correct ? 

Mr. Montcomery. That is correct. 

Senator Carrot (continuing). 


In chapter 13 proceedings the petition may be filed by the wage earner without 
an accompanying plan, although the plan must be filed later. 


Mr. Montcomery. That is correct. 


The present requirement that the plan of arrangement be filed along with 
chapter 11 petition has been found to be unrealistic and has resulted in either 
pro forma compliance by the filing of a hastily drafted plan or the adoption by 
some judges of extralegal practices permitting filing of the petition without an 
accompanying plan. 

Mr. Montcomery. That is correct. 

Senator Carrot. Those are all clear statements and they pretty 
well explain the purpose of the amendment ? 

Mr. Montcomery. That is exactly right. That is what I testified to. 

Senator Carroti. I know that you had so testified and I wanted to 
wrap it into a few sentences. 

Are there any questions along this line, Senator Ervin ? 

Senator Ervin. No. I think the witness has made it very clear. 

Senator Carrott. Do you want to proceed now to another amend- 
ment ? 

Mr. Monrcomery. The next amendment that is incorporated in this 
bill is a very minor one. The statute now provides that the first meet- 
ing of creditors shall be called promptly. There is no definition of the 
word “promptly” and, depending upon the particular referee, that 
meeting is sometimes held in 10 days and sometimes it is held in 6 
months. This is not satisfactory from the point of view of creditors. 

This bill would require that notice of a first meeting of creditors 
be sent out to the creditors within 10 days after the arrangement peti- 
tion is filed, and that the meeting be held within 30 days thereafter. 
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That is to make definite and certain what the word “promptly” in 
the present statute means. 
at is covered in the House committee report in the middle of 


page 2. 

ovate Carrotu. In other words, I observe in that report that the 
House Judiciary Committee was of the opinion that if we had more 
flexible filing as provided by the first amendment, and then more 

recise requirements by virtue of this amendment which you are now 

iscussing, this would strengthen the Bankruptcy Act. 

Mr. Monteomery. That is correct. As a matter of fact, the first 
amendment wouldn’t work if you didn’t have a precise time fixed for 
the calling of this first meeting because it is at the first meeting that 
the referee fixes the time within which the arrangement plan shall be 
filed if the plan has not accompanied the petition. And you can’t 
leave that open indefinitely the way it is under the present act. 

Senator Canes. Are these the amendments to the Bankruptcy Act, 
then, that comprise H. R. 13? 

Mr. Monteomery. There are a few more. 

There is one correction that should be made in this bill as it passed 
the House. On page 2, beginning in line 13, the bill provides that 
section 334 of the Bankruptcy Act is amended to read: 

Within 10 days after the petition is filed the court shall give notice by mail to 
the debtor, the creditors and other parties in interest of a meeting of creditors 
to be held not less than 15 days nor more than 30 days after the date of the mail- 
ing of such notice. 

Then, beginning in line 20 on the same page, section 335 (1) of the 
Bankruptcy Act is amended to read : 

The notice of such meeting of creditors shall be accompanied by a copy of the 
proposed arrangement, if filed, a summary of the liabilities as shown by the 
schedules and a summary of the appraisal, if one has been made, or if not made, 
a summary of the assets as shown by the schedules. 

Now, it may be that the schedules will not have been filed by that 
time because section 224 of the act permits the court, upon application 
and for cause shown, to permit a delay in the filing of schedules pro- 
vided the debtor files a list of his creditors. So there is an inconsist- 
ency here which it might not be possible to comply with, which can 
be easily corrected by eliminating from line 22 to the first word of line 
23, and lines 24 and 25, the words “as shown by the schedules.” It 
appearstwice. And if those words are taken out, there will be no diffi- 
culty about compliance with this procedurce as outlined in this bill. 

That rahe change has been cleared with Mr. Drabkin, the attor- 
ney for the Bankruptcy Subcommittee of the House Judiciary Com- 
mittee, and he has assured us that, so far as he can tell, the House 
will concur in that change if the change is made by the Senate. 

Senator Carrot. Now, has that change also been studied and dis- 
cussed with the Judicial Conference ? 

Mr. Horsxy. Yes; ithas. They are in accord with it as well. 

Mr. Montcomery. Now, there is one other rather important change 
in chapter 11 which is proposed by the bill; namely, that in certain 
types of arrangement proceedings, that is, where the plan provides 
for an extension of time for the payment of debts, even after the plan 
has been confirmed, if the court has retained jurisdiction of the case, 
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the plan of arrangement may even after confirmation be modified if 
it is found necessary to do so. 

Now, for example, the plan of arrangement might provide that 
the debtor will pay all of his debts in full in installments of 10 percent 
every 6 months. After that has been going on for a number of 
periods, the debtor finds that 10 percent is too much. He could pay 
5 percent but he can’t pay 10. 

Under this bill, under those circumstances, the debtor can petition 
the court to modify and amend the arangement, which has already 
been accepted, to change the amount of the payments or the time 
when the payments are to be made, subject to all the same safeguards 
that the original arrangement itself was subjected to. In other words, 
it must have the same creditors’ consent and it must be on the same 
notice. It just injects into the statute a degree of flexibility which 
does not presently exist. 

Senator Carrotu. Under chapter 11. 

Mr. Monteomery. Yes. 

Senator Carrotu. Does that degree of flexibility exist under chapter 
13? 

Mr. Monteomery. I don’t think it does, does it ? 

Mr. Horsxy. I don’t remember. 

Mr. Montéomery. I don’t think it does. 

Senator Carroty. Why, then, should we give preferential treatment 
to those under 11 and not under 13 ? 

That is just a question I am putting. 

Mr. Monteomery. I don’t know. It may be that chapter 13 might 
also be amended in that respect, but I haven’t studied it and I couldn’t 
tell you. 

Senator Carrott. Would you be willing to make a study of that 
and give us your opinion? You can include that in the record, you 
know. Wecan hold this record open. We would like your opinion. 

Mr. Monteomery. I think we can do that. While somebody else 
is testifying perhaps we can do that and come back. I would think 
it could be done in any type of arrangement proceeding. 

Senator Carroiy. It may not be necessary in chapter 13. I just 
thought I would throw that out for your consideration. 

Mr. Montcomery. Of course, chapter 13 is merely a wage earner’s 
plan under which he deposits a certain percentage of his earnings 
week by week or month by month and they are applied on account of 
the payment of his debts. We don’t have any such proceedings in 
New York. I don’t think there has ever been one in the Southern 
District of New York so far as I know. The operation of that section 
is limited primarily to States which have very little garnishee laws. 

Senator Carroti. Well, consider that flexibility with reference to 
any chapter. Consider whether or not we should extend it to any 
other. 

Mr. Monrtcomery. Of course, it can happen under chapter 10, and 
it has happened under chapter 10, which is much more nearly com- 
parable to chapter 11 than chapter 13 is. 

Senator Carroti. Any other observation on this bill ? 

Mr. Monreomery. One other important change. The bill permits 
the clerk of the court to refer any chapter 11 petition to a referee 

32156—58——2 
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automatically if there is no judge present in the district at the time 
the petition is filed. In the absence of that provision, the proceeding 
must be held up waiting for the judge to come back from his vacation 
before the proceeding can be gotten underway. It is a mere pro 
forma order referring the proceeding to a referee to handle. It has 
happened in some districts that the proceedings have been held up 
because there has been no judge there to sign an order of reference. 

Senator Carroti. In other words, if we should include this in the 
law, the court could establish by rule, its own rule, having this statu- 
tory authority, the right of the clerk to appoint a referee in the court’s 
absence. 

Mr. Monveomery. That is right. 

Senator Carrotu. But that would not take away from the court its 
power to appoint referees. . 

Mr. Montcomery. That is correct. 

Senator Carroxu. It is not conferring on the referee the right to 
make this. 

Mr. Monreommry. That is right. 

The only other change of any significance, I think, in this bill, and 
it is not a very important one, 1s that there is a clarifying amendment 
providing that the expenses of creditors’ committees in a chapter 11 
proceeding may include the payment of the fees and expenses of at- 
torneys, accountants, and agents of the committee. That is the law 
as it is practiced today, but it is not spelled out in the statutes. And 
this bill will spell it out as it was before a recent amendment when 
those words were inadvertently dropped out of the section, 

Senator Carroiu. Will you state that again for me so I understand 
its implication ? 

Mr. Montcomery. It is in the very last sentence of the report of 
the House which reads: 

A final provision authorizing payment of fees and expenses of attorneys, 
accountants, and agents, as included within expenses of the committee of credi- 
tors, is declaratory of existing practice. 

That is at the top of page 3 in the House report on the bill. 

Senator Carrotz. And what is your comment on the bill ? 

, wey Monteomery. What is my comment on that particular provi- 
sion 

Senator Carroti. No. I mean on all the bill. 

Mr. Monreomery. I think the bill is meritorious and it is very de- 
sirable that it be enacted. 

Senator Carro.u. All of these amendments that you have discussed, 
have they been considered by the Judicial Conference ¢ 

Mr. Monreomery. I understand that they have. They have been 
unanimously approved by the National Bankruptcy Conference and 
by local bar association bankruptcy committees throughout the United 
States, including the American Bar Association. 

Senator Carrot. Any questions, Senator Ervin ? 

Senator Ervin. No. 

Senator Carrot. Thank you very much, Mr. Montgomery and 
Mr. Horsky. 

‘Mr. Geeslin of the Bankruptcy Division, Administrative Office, 
United States Courts. Is he present here? 
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Mr. Montcomery. Senator Carroll, Mr. Geeslin has just brought 
my attention to the fact that 1 erroneously stated that the Judicial 
Conference has considered and approved H. R. 13. Mr. Geeslin tells 
me that is not true. They have not had it up for consideration. 

Senator Carroti. Well, Mr. Geeslin, suppose you take the chair 
here for a moment and I will put some questions to you. 


STATEMENT OF ERNEST GEESLIN, BANKRUPTCY DIVISION, 
ADMINISTRATIVE OFFICE, UNITED STATES COURTS 


Senator Carroti. What is your name, please ? 

Mr. Grestin. My name is Ernest Geeslin. 

Senator CarroLti. And what is your position ? 

Mr. Gerrs.in. Assistant Chief of the Bankruptcy Division of the 
Administrative Office, United States Courts. 

Senator Carrot. What is the Judicial Conference ? 

Mr. Geesuin. The Judicial Conference, you might say, so far as our 
office goes, the Board of Directors of the Administrative Office, prac- 
tically any policy matters that we have to take up with them and get 
direction from them to act. 

Senator Carrotit. Mr. Geeslin, what I wanted to know is what 
comprises the Judicial Conference. Who are they ? 

Mr. Geerstin. The Judicial Conference consists of the chief judge 
of each circuit court of appeals of the United States and one district 
judge from the circuit, within the district, within the circuit. 

Senator CarroLu. Within the circuit area. 

Mr. Gersuin. That is right. 

Senator CarroLi. Does the Judicial Conference have a bankruptcy 
committee ¢ 

Mr. Gresiin. Yes, sir. 

Senator Carroii. And that bankruptcy committee is composed of 
judges or retired judges; is that right ? 

Mr. Geesurn. Yes, sir. 

Senator Carroutu. Did that bankruptcy committee consider H. R. 13? 

Mr. Geesuin. The bankruptcy committee 

Senator Carroti. Or the Judicial Conference Committee ? 

Mr. Gerstin. Has not considered H. R. 13 as a whole. 

Senator Carrott. Why not? 

Mr. Geestin. Generally, the Judicial Conference on matters similar 
to those contained in that particular bill has been legislative policy 
matters and therefore it did not apparently consider the bill for that 
reason. 

Senator Carrotu. Did it consider in the Judicial Conference any 
aspects of H. R. 13, any of these amendments which are under 
consideration ? 

Mr. Gersitin. One amendment in H. R. 13 was inserted at the 
request of our office in behalf or under direction of the Judicial Con- 
ference, and that section is 331 of H. R. 13. 

I have a statement prepared last Friday. It might expedite things 
if you permit me to read it into the record, and I think it will answer 
the situation so far as our office is concerned. 

Senator Carrotu. You may proceed. 








16 BANKRUPTCY 


Mr. Geestin. This is a statement of Edwin L. Covey, Chief of the 
Bankruptcy Division, Administrative Office, United States Courts, re 
H. R. 13. 


This bill would amend chapter XI of the Bankruptcy Act relating to arrange- 
ments. Its general purpose is to permit the filing of an arrangement proceeding 
unaccompanied by a plan as is now required by section 323; to make mandatory 
the calling of a first meeting of creditors within 10 days after a petition is filed 
in such cases instead of “promptly” as now provided in section 334, such meeting 
to be held not less than 15 days nor more than 30 days after the date of the mailing 
of such notice; and to make the necessary conforming changes in sections 335 
and 836 for adjourning the first meeting; for mailing a copy of the plan to cred- 
itors and receiving acceptances where a copy of the plan has been so mailed, Other 
proposed changes would allow modification of the plan after it is confirmed and 
allow the clerk of the court to refer chapter XI petitions to a referee in bankruptcy 
if the judges are absent from the district. 

The bill also contains perfecting changes as follows: 

1. In section 337 (2) to specifically include in the expenses of the proceeding, 
fees and expenses of attorneys, accountants and agents of a creditors’ com- 
mittee ; 

2. In section 376 to dispense with a notice prior to adjudication where the 
debtor fails to propose a plan in the manner and within the time fixed by the 
court, and 

8. In section 376 (2) to specifically provide in a proceeding under section 322 
of the act, that an order adjudicating the debtor a bankrupt may be entered 
with the debtor’s consent without a hearing. 

The Judicial Conference of the United States has not considered this bill as 
a whole. It did, however, refer to its Committee on Bankruptcy Administra- 
tion for consideration and report a resolution adopted by the Judicial Confer- 
ence of the Ninth Circuit calling for an amendment of chapter XI which would 
permit the clerk of the court, in the absence of the district judge or judges from 
the district, to refer chapter XI proceedings to a referee. 

Inasmuch as the Bankruptcy Act now contains no such provision, and in order 
to conform chapter XI to the procedure in ordinary bankruptcy cases, the com- 
mittee recommended to the Conference that section 331 of the Bankruptcy Act 
be amended to read substantially as follows: 

“Sec. 331. The judge may at any stage of a proceeding under this chapter 
refer the same to a referee either generally or specifically. If the judge or all 
the judges are absent from the district, or the division of the district in which a 
petition under this chapter is filed, at the time of the filing, the clerk shall forth- 
with refer the case to the referee.” 

The committee further recommended that the Administrative Office be di- 
rected to undertake to obtain enactment of the legislation proposed either in an 
amendment to pending legislation or in a separate bill. The recommendations 
of the committee were approved by the Conference (Jud. Cf. Rpt. March sess. 
1956, p. 16). The Conference reaffirmed its approval in September 1956 (Jud. 
Cf. Rpt. Sept. sess. 1956, p. 28). 

Section 2 of H. R. 13 would amend section 331 of the Bankruptcy Act in 
accordance with the recommendations of the Judicial Conference and I, there- 
fore, urge the amendment of section 331 as above set forth. 


I would like to say this, which is not in the statement. As to H. R. 
13, Mr. Horsky for a long period of time, and Mr. Montgomery, have 
conferred personally with Mr. Covey about various sections of the 
bill, and Mr. Covey, so far as I know, has no objection to it because 
we have no authority to even object or approve the bill so far as our 
office goes. But I am saying that they are much in favor, and I also 
say that no criticism of the bill has come to the attention of our office. 

Senator Carrotn. Any questions, Senator ? 

Senator Ervin. It would seem reasonable to assume that in order to 
get any plan accepted, it would have to be a plan that was mutually 
satisfactory to the debtors and creditors as well, wouldn’t it? : 
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Mr. Grestin. Well, generally that is the way it goes, but as a ma- 
jority, in numbers, I think that can override that. Mr. Montgomery 
could answer that much better than I could. 

Senator Ervin. In other words, it is more likely that by a sort of 
give-and-take process, you could arrive at an arrangement which 
would be more likely to be adopted than you could by the debtor in the 
first instance making the proposition. 

Mr.Geesxin. Yes,sir. I think that is true. 

Senator Ervin. For that reason it looks like it might be a very 
desirable change. 

Mr. Grestin. Definitely so. I feel that way personally. 

Senator Carrotu. Thank you very much. 

Are there any other witnesses who want to be heard on H. R. 13? 

What is your name? 


STATEMENT OF FRED HOLY, ATTORNEY, CHICAGO, ILL. 


Mr. Hory. My name is Fred Holy. I am a practicing attorney in 
Chicago. I represent the Fair Store and many others. 1 also happen 
to ee President of the Chicago Law Institute which is just an offhand 
title. 

On this chapter 13, I handle between 14 and 17 bankruptcies a day 
at the Fair Store and I haven’t had more than 1 case in 10 years that— 
I will bring youthecase. Ihave it with me. 

The first case in 10 years under chapter 13, in its present status. 
We have had this matter under discussion in Chicago Credit Bureau, 
Cook County Credit Bureau, and find that the present status is cumber- 
some and workable advantageously without a large expense. 

Here is the case. Here are the cases. Now, the reason for that is 
this. The average wage earner in bankruptcy owes between $2,000 
and $4,000. That is the average. And under chapter 13 it requires 
so much work that referees—— 

Senator Carrotu. Are you talking about this bill H. R. 13? Are 
you talking about chapter 13 ? 

Mr. Hoty. Chapter 13. 

Senator Carrotu. We are talking about H. R. 13. This is a legis- 
lative bill that came from the House of Representatives. 

Mr. Hoty. No. I thought you asked for chapter 13. 

Senator Carroty. No. H. R. 13. We will be very happy to hear 
from you. This will arrive under H. R. 106, I believe. 

Mr. Hoty. No. This wouldn’t come under H. R. 106. Not this 
one. I have another one here on H. R. 106. This would come under 
chapter 13 on reorganization. 

Senator Carroty. All right. Go right ahead. You were going to 
tell me about the wage earners. 

Mr. Hoty. On the wage-earner situation, where he owes around 
$2,000, your expenses are so large in costs and delays that it is not a 
paying proposition. That is why the judges in Chicago and the 
referees in Chicago and the professional lawyers that practice law 
in bankruptcy matters do not like this present chapter 13. It is too 
cumbersome. 

Lhave had only 1 case in 10 years—— 

Senator Carrotu. What is your recommendation ? 
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Mr. Hoty. My recommendation is that the present chapter 13 be 
amended and made more flexible. 

Senator Carroti. Well, in other words, you are in favor of the rec- 
ommendations that have been presented here this morning ? 

Mr. Hoty. Yes. Onchapter 13. 

Senator Carrot. There has also been some testimony on chapter 
11 and they ask that chapter 11 be made more flexible. 

Mr. Hoty. That iscorrect. It should be. 

Senator Carroti. And that chapter 13 be made more precise. 

Mr. Hoty. That is correct. 

Senator Carrot. Any comments, Senator Ervin ? 

Senator Ervin. No. 

Mr. Rosensercer. Senator, I think probably his comments are 
really directed to S. 3775, Senator Dirksen’s bill, which is not pending 
before this subcommittee. 

Mr. Hoty. Well, I will talk on that one later. I thought since the 
chairman asked if anybody else here would give his comments on 
chapter 13—I happen to be interested in this othe ebtriae. 

Senator Ervin. You have heard the statement made by Mr. Mont- 
oe? and Mr. Horsky. Do you approve the changes they recom- 
mend ? 

Mr. Hoty. Well, in chapter 13, yes. 

Senator Carrot. Well, [thank you very much. 

Mr. Hoty. I will be called on the other one, H. R. 106? 

Senator Carroiu. Yes. 

Any further comments on H. R. 13? 

Mr. Montcomery. Senator Carroll, you asked me to check and see 
whether under chapter 13, as distinguished from H. R. 13, there is a 
similar provision for amending a plan of arrangement after confirma- 
tion. There is no such provision in chapter 13 as we are proposing be 
incorporated in chapter 11. However, the National Bankruptcy Con- 
ference is undertaking a study of chapter 13 and will in due course 
present to the Congress its recommendations with respect to such 
changes as experience has shown should be made to make it more 
flexible, more workable, and more generally used throughout the 
country. 

Senator Carroti. Do you think that study will be completed by 
the time we are working on this bill ? 

Mr. Monteomery. No,sir. It will takea year. 

Senator Carrot. It will take a year. 

Mr. Montcomery. It is a very complicated thing. 

Senator Carrott. Allright. Thank you very much. 

If there is no further testimony on H. R. 13, we will now proceed 
to H. R. 106. 

Mr. Horsxy. This is referee Wolfe, of Philadelphia, a member of 
the association whom I asked particularly to come down here. 


STATEMENT OF BERTRAM WOLFE, NATIONAL BANKRUPTCY 
CONFERENCE, PHILADELPHIA, PA. 


Senator CarroLt. What is your name, please ? 
Mr. Woxre. My name is Bertram K. Wolfe, referee in bankruptcy 
in Philadelphia. 
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The specific question is, The referee having made a determination 
as to whether this debt is discharged or not discharged or is affected 
or not affected by the discharge that has been entered, whether if that 
was appealed there could bea jury trial. I say definitely “No.” When 
a question of fact is decided by a referee, that determination of fact 
has all the effect of a jury’s verdict. 

Senator Carroty. Unless it is arbitrary or capricious. 

Mr. Wotre. Well, of course. In other words, a jury’s verdict, if it 
is arbitrary, on appeal could also be set aside. 

Now, the appeal from the referee is to the district judge and from 
then to the circuit court. The appeal to the district judge is not a 
de novo action. The district judge acts exactly like an appellate court. 
So there would be no jury trial and he would not try the issue of fact 
over there. 

What I think has been brought out is this, however, that if the ref- 
eree should determine that, and if he finally determined, we will say, 
that the creditor had a nondischargeable debt, the referee, however, 
could not give the creditor a judgment against future property belong- 
ing to the bankrupt. The referee, the bankruptcy court, could not 
finally decide what this creditor’s remedy is, even although the ref- 
eree’s decision and the bankruptcy court decision might be res adjudi- 
cata on the dischargeability or the effective dischargeability. That 
creditor would still have to go to a State court and enter suit, obtain 
process against the debtor, and, if he got a judgment, issue execution 
out of the State court. So the debtor and creditor both finally in the 
case where it is nondischarged have to go into the State court anyway. 

Senator Carrotu. I thank you very much for that. 

Senator Ervin. Just exactly the point I was making. If the bank- 
ruptcy court does not decide in favor, the debtor’s claim that the legal 
effect of the discharge is to discharge him, then you have to try the 
same case twice, once in the bankruptcy court and again in the State 
court, and why in the world it should be thought that in addition to 
giving the bankruptcy court the power to grant a discharge, but to 
give it the sole power of all the agencies on the face of the earth to 

etermine not only the granting of the discharge but what the legal 
effect of the discharge is is something that I cannot comprehend any 
basis for any more than saying that any court that grants the judg- 
ment of any kind shall be the sole court to interpret that judgment. 
And that is what this bill provides. I think that a State judge has got 
just as much capacity with the aid of a jury. This, in the first place, 
denies a man the right of trial by jury under State law, State constitu- 
tion, in a case between citizens of the same State solely upon the basis, 
and nothing else, of the bankruptcy power vested in Congress by the 
Constitution. i 

Senator Lauscue. Am I correct in this understanding, that accord- 
ing to your interpretation the referee in bankruptcy, if he granted a 
complete discharge, that that would be final adjudication except with 
the right of the debtor to appeal to the district court ? 

Mr. Wotre. Well, I think we are not concerned with the business 
of the referee granting a discharge. That he unquestionably has to 
do. This bill is only adding an additional jurisdiction. That is not 


only the right to discharge, to grant a discharge, but to determine the 
effect of the discharge. 
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Senator Ervin. That is right. 

Mr. Wo xre. The effect on those particular claims which are ex- 
empted from the effective discharge under this section 17 of the act. 

enator Lauscur. Then the referee would have power to discharge 
the debtor completely from his obligation when he determined that 
the obligation was not under any of the exemptions. 

Mr. Wo tre. He does not have that power now. What the referee 
does is to grant a discharge. Then the law says that certain kinds of 
claims are not affected by that discharge. The referee in granting 
this discharge under the law now does not pick out the various credi- 
tors who are not affected by the discharge. The discharge is just en- 
tered. Then as the law is now, any creditor who thinks he is not af- 
fected by that order of discharge starts a suit in the State court if the 
bankrupt subsequently gets any property that he could collect on. 

Mr. Lavuscue. What will the law be if this is passed ? 

Mr. Worre. If this is passed, then after the discharge has been 
granted, either the creditor or the debtor, whoever would so desire, 
would come in before the bankruptcy court and the referee and ask 
for an adjudication as to whether or not his particular debt was af- 
fected by the discharge and therefore the creditor would say, “Can 
I go into the State court and start suit, because this bankrupt has got 
some more money ?” 

Senator Carrotu. If I may interrupt, wouldn’t really what he would 
be doing—let us talk about the debtor—coming back into the referee 
in the bankruptcy court, he would say, “I want to reopen my case.” 
One, I want to reopen my case. Two, if necessary, he could ask that 
the State court be enjoined from continuing until the bankruptcy court 
made this determination of whether or not this particular debt was 
dischargeable or nondischargeable. And once after having made that 
determination, the State court would have lost jurisdiction. 

Mr. Wotre. Well—— 

Senator Carroty. In the sense—— 

Mr. Wotre. If the determination is that the discharge did affect the 
State—— 

Senator Carroiu. That is right. 

Mr. Wotre. Then the creditor would be perfectly safe. But if it 
was decided that the creditor had a right still against the debtor be- 
cause his debt was not affected by the discharge, then it would seem that 
the creditor would go into the State court and start suit. 

As I say, I do not think he would try the case over again because 
it is res adjudicata. I do not think you would have to try it over again 
because this is res adjudicata. 

Senator Ervin. You would have to do precisely that in the case I 
gave an illustration of because you would have to get the witnesses, 
get the statements and representations of the debtor to the creditor. 

Mr. Wo tre. I do not think so. 

Senator Ervin. You would have to take those before the bank- 
ruptcy court to determine whether or not this debt was contracted by 
fraud. He would have to make that on the basis of that evidence. 
Now, if he decided it was not contracted by fraud, then you would have 
to take exactly those same witnesses into the State court to establish a 
case. You would have to take them into there to show the fraud was 
there because the jury might decide differently. 
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Mr. Wo.re. I donot think so. It would be res adjudicata in that all 
the plaintiff would have to do is offer the evidence to the referee—— 

Senator Ervin. Take it into court, establish the extent of the dam- 
age, what property he has. 

Mr. Wo re. In the case of damage, yes; but not in the case of 
whether it was dischargeable. 

Senator Ervin. That would be adjudicated. That would give the 
bankruptcy court—since the creation of this Government, State courts 
and Federal courts, in cases where the question is of whether the par- 
ticular obligation or responsibility was discharged in bankruptcy, 
although these courts have been administering this law since the pass- 
age of the first Bankruptcy Act, this would take the jurisdiction away 
from the Federal and district courts not sitting in bankruptcy, and 
from all the State courts to pass upon a matter that they have been 
passing upon for 150 years to the satisfaction of everybody, and it 
would from a system under which you might have to try your case 
twice, once before the bankruptcy court and again in the State court, 
before you could get a judgment against the property, and instead of 
benefiting the debtor, the debtor is usually in the same locality as the 
creditor, and he would be dragged in many instances many miles, in 
some cases several hundred miles, in some of the sparsely settled parts 
of the State, from his home county where justice can be administered, 
and intelligent men sit as the referee in bankruptcy, dragged 300 or 
400 miles away with his witnesses into the bankruptcy court, and then 
if he wanted to appeal, he would have to apeal first to the district 
judge, then he would have to apeal to the court of appeals, whereas in 
many State courts, like mine, you only have to appeal one time from 
the superior court to the supreme court, and where he would get an 
appeal as a matter of right under our law, where under Federal law 
he would get it as a matter of grace. 

So I do not think it is a very good deal. 

Senator Lauscue. It is quite clear that all of these actions which, in 
most States, are now tried by jury, would become triable by the 
referee in bankruptcy with a definite denial of the right of trial by 
jury. 

And according to the statements just made, the decision of the 
referee would be res adjudicata for all purposes except in cases where 
you had to establish the amount that is due. 

Now, then, I think we had better give grave consideration to this 
constant whittling away of this right of trial by jury. 

Senator Ervin. And the rights of State courts, the right of people 
to get justice on their doorstep instead of 

enator Carrotu. Of course, I think the Senator from Ohio will 
agree with me that judicially and historically creditors do not ask 
for jury trials. The debtors may ask for jury trial, but creditors 
seldom do. 

Senator Lauscue. Yes. And the debtor would want his case tried 
back home where he is known by his peers and not taken to the site 
of the district court which Senator Ervin says might be several hun- 
dred miles away and maybe tried by an individual, and with all 
regard for the good purposes of judges, they are still human beings, 
and the jury system as worked quite effectively through the history 
of our country. 
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Senator Carrotu. I thank the Senator from Ohio for a very fine 
statement. 


Senator Lauscue. Thank you very much for accommodating me. 

Senator Carroti. I might ask the Senator from Ohio what he 
would like done with this letter dated November 7. 

Senator Lauscue. I would like to have that included in the record, 
because Mr. Carl Friebolin wrote a piece on this subject and it appears 
in the Commercial Law Journal issue as shown in the document, 
September 1957. 

Senator Carroti. Without objection, your letter, Senator Lausche, 
and the article by Referee Friebolin will be printed at this point in 
the record. 

(The matter referred to is as follows:) 


Unitep States SENATE, 
COMMITTEE ON INTERSTATE AND FOREIGN COMMERCE, 
November 7, 1957. 
Hon. JAMES O, HAstTLanp, 
Chairman, Senate Judiciary Committee, 
United States Senate, Washington, D.C. 


Dear Senator: I wish to call your attention to the enclosed article relating 
to the Celler bill which is now pending before the Senate Judiciary Committee. 

It is my belief that the views expressed by Mr. Carl D. Friebolin, author of 
this article, are of sufficient merit to be made available to the entire committee. 
I would, therefore, suggest, subject to your approval, that the entire article be 
incorporated in the official report of the hearings by your committee on this 
subject. 

With kindest regards, I remain, 

Sincerely yours, 
Frank J. LAUSCHE. 


{Commercial Law Journal, September 1957] 


Want To MAKE A FEDERAL CASE OF IT? 


SOME OBJECTIONS TO THE CELLER BILL ENLARGING JURISDICTION OF THE BANKRUPTCY 
COURT 


Carl D. Friebolin’ referee in bankruptcy, northern district of Ohio, eastern 
division 


The so-called Celler bill, now pending in Congress (H. R. 106), has elicited 
rather unanimous published support.’ The arguments in favor of it have been 
suffused with something approaching evangelical fervor with overtones of an 
appeal based upon humanitarianism, evolution, and just plain common righteous- 
ness. To raise any objections to it may seem analogous to an attack upon 
motherhood, the Constitution, and peace, and, of course, progress. 

However, when, in nine words, Congress is asked to deprive hundreds of 
thousands of persons of a present right to bring an ordinary civil suit in the 
State courts where the defendant can be duly served, and to require those thou- 
sands of persons to bring or pursue such action in a Federal court, it must 
occur to anyone that it merits thorough and prayerful study and consideration 
not only of its theoretical desirability but also of the stubborn realities. Also, 
there should be realization of the necessity of making provision for the ma- 
chinery by which the object of this amendment is to be accomplished. More- 


1 Lecturer in law, Western Reserve University ; past president of the National Association 
of Referees in Bankruptcy ; member of the National Bankruptcy Conference ; former judge, 
court of common pleas, Cuyahoga County, Ohio. 

2We have in mind particularly the following recent articles: Congressman Celler’s 
Proposed Amendment to the Bankruptcy Act, by Hon. Stewart Lynch, 10 Personal Finance 
Law Quarterly, 121 (fall 1956) ; Chief of Bankruptcy Division Discusses Celler Bankruptcy 
Act Amendments, by Hon. Edwin Covey, 11 Personal Finance Law Quarterly, 48 (spring, 
1957) ; Bankruptcy Courts as Forums for Determining the Dischargeability of Debts, by 
Prof. T. A. Smedley, 39 Minn. L. Rev. 651 (May 1955). Because of frequent reference to 
these articles, they will be cited by name of the author and the page of the particular 
periodical above named. 
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over, there should be a recognition of its effect in the broader aspect of our 
Federal and State judicial system. We trust that our comments and skepticism 
will not be regarded as petulant criticism or merely deviationist propaganda. 
Mostly, we are just asking. 

To require every creditor of a bankrupt, as well as the bankrupt, to submit 
every question of the effectiveness of a granted discharge to the bankruptcy court 
where the bankruptcy proceeding is still pending or has been closed, is probably 
the most revolutionary change in a bankruptcy act proposed since a discharge 
became a feature in bankruptcy acts. Ever since that time (1841) the right to 
a discharge, which is determined by the bankruptcy court, has been distinguished 
from the effect* of a discharge after it has been granted; this effectiveness of a 
discharge as a defense has been determined if and when brought in issue by a 
suit (or enforcement of a judgment) brought by a particular creditor in the 
court (almost invariably a State court) where the debtor can be served and the 
debtor pleads his discharge. This is the present procedure which is to be out- 
lawed by the Celler bill.* This is a radical change. 

The Celler dill.."—This bill (as I shall refer to it hereinafter) may, in the 
interest or clarity in discussion, be divided into two parts—they have no necessary 
relation to each other. One might call it a package deal. The chief part, the 
one that embodies its primary purpose of enlargement of the court’s jurisdiction, 
amends section 2 of the act (jurisdiction of courts of bankruptcy) by adding, 
at the end of the present clause (22), the following words: “Determine the dis- 
chargeability or nondischargeability of all provable debts’ (9 words). It then 
proceeds in the same paragraph to add that if a bankruptcy case is reopened 
solely for the purpose of determining such dischargeability or nondischarge- 
ability, no additional filing fees ($45) shall be collected. (Hereinafter, when 
the word “dischargeability” is used, it should be understood as meaning “dis- 
chargeability or nondischargeability.”) To accord with this grant of jurisdic- 
tion, section 1la of the act is amended to provide that when a suit is pending at 
bankruptcy, a stay shall be granted before adjudication, not only when the suit 
“is founded upon a claim from which a discharge would be a release” (as at 
present), but also if it is claimed to be a release; and, after adjudication, such 
suit may be further stayed not only “until the question of his discharge is deter- 
mined” (as at present), but also “until the question of the dischargeability or 
nondischargeability of the claims are determined.” 

The second part of the bill merely repeals section 14c (3) as a ground of 
objection to discharge. This ground is the obtaining by bankrupt of property or 





8 All emphasis is by the writer. 

4 While the Celler bill does not expressly provide that the bankruptcy court shall have 
exclusive jurisdiction to determine dischargeability or nondischargeability, the granting 
of such power is implicit in all the arguments of the supporters of the bill. See Covey, 
p. 49, col. 1: “* * * the Bankruptcy Court should determine * * *;” p. 50, col. 2: 
“* * * it will, in my opinion, result in extensive use of what is now referred to as a 
‘split discharge.’ Such an order of discharge would * * * except certain described obliga- 
tions listed therein.”” Lynch, p. 124, col. 3; “‘Celler’s proposed legislation would vest the 
bankruptey court with full and final authority to determine dischargeability or nondis- 
chargeability of debtors in all cases, * * *’; see also, p. 122, n. 2 and 6. 

5 The Celler bill. “Sec. 1. That subsec. (a) of sec. 2 of the Bankruptcy Act, as amended 
(11 U. S. C. 1la) is amended by adding at the end thereof the following: ‘(22) Determine 
the dischargeability or nondischargeability of all provable debts. If a case is reopened 
solely for the purpose of determining such dischargeability or nondischargeability, no 
additional filing fees shall be collected.’ 

“See. 2. That subsec. §°? of sec. 11 of the Bankruptcy Act, as amended (11 U. S. C. 
29a) is amended to read as follows: ‘(a) A suit which is founded upon a claim from 
which a discharge would be or is claimed to be a release, and which is pending against a 
person at the time of the filing of a petition by or against him, shall be stayed until an 
adjudication or the dismissal of the petition; if such person is adjudged a bankrupt, any 
action upon a claim from which a discharge would be or is claimed to be a release, may 
be stayed until the question of his discharge and the question of the dischargeability or 
nondischargeability of the claim are determined by the court after a hearing, or by the 
bankrupt’s filing of a waiver of, or having lost, his right to a discharge, or, in the case 
of a corporation, by its failure to file an application for a discharge within the time 
prescribed under this act: Provided, however, That such stay shall be vacated by the 
court if, in a proceeding under this act commenced within 6 years prior to the date of the 
filing of the petition in bankruptcy, such person has been granted a discharge or has had 
a composition confirmed, or has had an arrangement by way of composition confirmed, or 
has had a wage earners’ = by way of composition confirmed.’ 

“Sec. 3. Subsec. (c) of see. 14 (11 U. S. C. 32c) of the Bankruptcy Act, as amended, is 
amended by striking the word ‘or’ preceding the figure 3 in parentheses and by striking 
all of clause (3). The succeeding clauses of subsec. (c) are renumbered as follows: 
Clause (4) is renumbered clause (3), clause (5) is renumbered clause (4), clause (6) 
is renumbered clause (5), and clause (7) is renumbered clause (6). 


“Sec. 4. This section of the bill amends sec. 11 of the act by including substantially the 
provisions of sec. 14¢ (3).” ; 
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money upon a false statement in writing respecting his financial condition. 
We first consider the second part. 

Repeal of section 14c (3).—There appears to be little objection to the proposal 
to repeal section 14c (3) as a ground of objection to a discharge. In fact, there 
seems little reason for combining it with so controversial a proposal as the first 
part of it. Apparently, none of the supporters of the bill oppose it. The National 
Association of Referees, at their annual conference, have several times approved 
the elimination of this ground of objection. A poll of the referees disclosed a 
practically unanimous approval but with several referees preferring to limit this 
ground of objection to persons in business at whom this ground was aimed orig- 
inally.© As any referee will testify, by far the largest number of objections to 
discharges filed in his jurisdiction is based upon this ground—and most of these 
are filed by small loan companies.’ It is clear that a creditor, who holds a claim 
for money obtained by a written false financial statement of his debtor, has a 
debt not only excepted from discharge under section 17, but also holds a claim 
which constitutes a ground of objection to a (general) discharge under section 
14ce (3). It is this circumstance, this overlapping, that causes the mischief. 
Whether used or not, it puts a club into the hands of this one class, and no other, 
of excepted creditors under section 17. It is easy to perceive that this circum- 
stance presents the threat of an objection to a (general) discharge unless the 
bankrupt comes to terms upon the debt, a debt which by reason of section 17 will 
not be affected by a granted discharge. Some of the supporters of the bill refer 
to this fact.*. The officers of the small loan companies realize this and they 
decry it.’ 


¢ “Reexamination of section 14c (3) as a ground of objection to discharge.” 39 Minn. 
L. Rev. 673 n. 2 (May 1955). The National Bankruptcy Conference, although declining 
to approve the proposal, did approve a resolution to the effect that if the court did find 
that a fraudulent statement was made by the bankrupt with intent to deceive, the court 
might nevertheless grant a discharge for equitable reasons. It also approved, in principle, 
the Denton bill (H. R. 8966, 84th Cong.), which would declare a liability for fraud which 
is excepted from discharge by section 17 (2), to become dischargeable if such creditor did 
not object to a discharge. That is a rather severe penalty when you realize that a creditor 
with a fraudulent oral misrepresentation is ercepted by section 17 (2) but does not have a 
ground of objection under section 14e (3). It would therefore require this creditor, in 
order to preserve his nondischargeability for fraud under section 17 (2), to persuade the 
trustee, or some other creditor, to file an objection, whieh could be the false representa- 
tion to him, if it were in writing. 

73. Minn. L. Rev., p. 673, n. 3, 682, 686. n. 30. 

8 Covey, p. 49, col. 2: “A real hardship on the bankrupt—creditors have at least three 
chances to win * * * (3) by trial of the issue of froud * * *”; p. 49, col. 3: * * * 
“tactics may be employed by unscrupulous creditors * * * particularly by creditors who 
have an alleged materially false statement in writing * * * then proceed to harass the 
debtor * * * it would not give the creditors the right to harass and maliciously abuse the 
bankrupt by threatening suits and garnishments * * *”; p. 50, col. 2: “* * * more or 
less usual practices of creditors having an alleged false financial statement in writing.” 

Covey, p. 49. col. 3: “Often, no real fraud exists but rather than take a chance on a 
complete denial of his discharge the bankrupt will ‘renegotiate’ his obligations with all 
the ‘refinancing charges * * *”’. 

Lynch, p. 122, n. 1: “It is submitted that consideration be given by Congress to amend- 
ing section 17 of the act so as to remove all doubt or question as to the effect of a discharge 
of a debt, particularly such debts ag now fall within section 17a (2).” (Section 17 (2) 
excepts liabilities for obtaining money or property by false pretenses.) 

Lynch, p. 125, col. 1: ‘The law should not enhance their position (creditors who hold 
a false financial statement) enabiing them to prevent a discharge, with possible harassment 
of the bankrupt * * *”’, 

Lynch, p. 125, col. 1: “This would serve the interests of justice by giving the bank- 
rupt a discharge of those debts he incurred without misrepresentation * * *”,. “It works 
a great hardship upon those to whom the bankrupt made no misrepresentation.” 

Lynch, p. 125, col. 2: “The bankrupt will be spared expense of defending a suit by a 
creditor who sues but does not file an objection.” (Note: Only a creditor holding a false 
written financial statement has a claim that survives a discharge and who also possesses 
the basis for objecting to a discharge.) 

Lynch, p. 124, col. 3: “Under the present law, since the referee must either grant or 
eS a discharge in toto, it is possible for one creditor to prevent a bankrupt’s obtaining 
ad — (Writer's note: It must be that the one creditor spoken of is one who has a 
claim which is not only excepted but also constitutes a ground of objection. If it does 
not, then of course there will always be the possibility of one creditor objecting to a dis- 
charge upon any permissible ground, regardless of any creditor’s claim being nondis- 
chargeable.) 

Professor Smedley, in his scholarly and rather objective article, does not explicitly refer 
to creditors holding falso written statements but neither does he mention the various and 
varied instances when dischargeability might become an issue, which issue, under the 
provisions of the bill, would have to be determined by the bankruptcy court. His chief 
——— = with the case of Loan Company v. Hunt, and he cites many cases involving loan 
companies. 

> ee Handbook for Consumer Finance Company Attorneys” (1954) pp. 43, 45, 
an ; 
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Our objections to the primary purpose of the Celler bill may be summarized 
briefly as follows: 


(1) Apparent failure by its supporters to perceive the broad sweep of its 
provisions. 

(2) There is no need for this part of the bill to remedy practically all of the 
complaints made by its supporters. 

(3) The bill is too general in its provisions in view of its novel and far-reaching 
purpose and effect. 

(4) Its enactment would interfere with the expeditious administration of 
estates and impede one of the chief purposes of the act, not only in strict bank- 
ruptcy but also in arrangement proceedings and in wage earners’ plans. 

(5) It would be an unwise policy, in view of our Federal and State judicial 
system. 

(6) The referee is not necessarily better qualified to determine the question 
of dischargeability. 

1. The supporters of the bill have failed to perceive the broad sweep of its 
provisions. It would seem that they are so obsessionally absorbed in the pro- 
tection of one particular class of bankrupts that they have failed to realize its 
broad scope and far-reaching consequences. Quite exclusively, they have por- 
trayed and cited examples of reprehensible couduct—‘harassment” seems to be 
their favorite word—by creditors who hold claims against a bankrupt based 
upon false written statements of financial condition. Since, today, most of this 
class of creditors affected by bankruptcy of their debtors, is composed of small 
loan companies, it is almost entirely the actions of these companies which 
have provoked the impassioned arguments for a bill which grants jurisdiction 
to determine dischargeability in all cases when the question of validity of a 
plea of discharge is offered as a defense. Statements—some explicit, some im- 
plicit—show that it is allegedly fraudulent statements by bankrupts which are 
the chief concern of the advocates of the bill; this is evident from the quotations 
in note 6. They mention no other ground of nondischargeability. Reading 
these self-revealing statements by the supporters of the bill, one might well 
conclude that the call for their crusade is “Damn the loan companies! Full 
speed ahead to progress !” 

In consequence, it would appear that these supporters have committed the 
fallacy in logic of generalizing from particular instances. They have viewed the 
problem through a pipestem. They seem not to be aware of the fact that the 
terms of the bill cover all instances when a plea of discharge might become an 
issue. Briefly, these instances may be summarized as follows: A plea of dis- 
charge may become an issue, that is, the question of dischargeability of a debt 
arises: (1) When it is a sort of anticipatory plea of a discharge, that is, when, at 
the time a petition in bankruptcy is filed, there is a suit pending upon a claim 
which the bankrupt contends is dischargeable. In that event, the bankrupt is 
entitled to a stay of the suit (or of enforcement of a prior judgment) until 
adjudication. Thereafter, he may obtain a further stay on the same 
ground. This stay will be granted merely upon a prima facie showing of dis- 
chargeability until the question of the discharge is determined; this is not a 
final determination of the question (1 Collier (14 ed.) p. 1146). Under this bill 
(see note 3), the stay prior to adjudication may be granted on a mere claim by 
the bankrupt that the debt is discharged. After adjudication, under the bill, 
the suit may be further stayed until not only the question of a discharge is 
determined (as at present) but also until the dischargeability of the claim is 
determined. Presumably, the stay after adjudication would be based upon a 
prima facie finding of probable dischargeability. And presumably, discharge- 
ability would not be determined until the discharge would actually be granted. 
(2) When a suit is filed (or an enforcement of judgment proceeding) and a dis- 
charge pleaded and the creditor (the complainant) replies that the claim is net 
provable under section 63a, and therefore not discharged in any event. (Section 
17, first sentence). Of course, mere scheduling of the creditor does not make 
his debt provable. In this situation, there would be required a finding, first, 
respective provability. If found provable, it would devolve upon the creditor 
to produce evidence that, although provable, the claim was not dischargeable. 
The question of provability might arise with reference to a pending suit for 
damages against the bankrupt in which negligence and willful and malicious 
injury are both alleged—this is quite common, at least in some districts. This 
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would, in truth, involve the trial of a personal injury case with all of the usual 
concomnitants of such trials. A somewhat similar question involving provability 
and therefore, if provable, possible dischargeability, might occur when the claim 
sued upon arises upon contract but claimed by the creditor to be contingent 
(sec. 63d) and the damages not capable of reasonable estimation which would 
render it not provable and hence not dischargeable (sec. 57d). (3) When the 
creditor brings a suit upon a provable debt, duly scheduled, but the creditor 
contends that the claim has been revived by an unequivocal promise to pay it, 
made at any time after the petition was filed—this is a question of State law 
(1 Collier, (14th ed.), p. 1671, n.2). (4) When a creditor, scheduled in a second 
bankruptcy proceeding, was also scheduled in a prior bankruptcy proceeding in 
which no discharge was granted, a creditor may have himself excepted in the 
order of discharge. The courts base this ruling on the doctrine of res adjudicata 
(1 Collier (14th ed.) p. 1407). (5) When the creditor, after a plea of discharge, 
admits provability but claims exception from discharge by virtue of the pro- 
visions of section 17. One of these exceptions: that of obtaining money or prop- 
erty under false representations, or based upon a fraudulent statement of 
financial condition—to which all of the supporters particularly address them- 
selves—is only one of such excepted liabilities. 

Examining section 17, we find the following liabilities excepted: (1) Tares: 
To determine dischargeability would involve some sort of hearing at some time 
by the bankruptcy court after notice and pleadings filed for determination as 
to whether a claim is really a tax or some other obligation to the United States 
Government, or to State, county, city, or school districts. Presumably, as at all 
other similar hearings, there would be involved a finding of provability, the 
amount due, and whether or not the debt was for a tax and thus not discharge- 
able. A hearing-upon a tax liability, its nature and amount, sometimes is a 
rather protracted and intricate proceeding. (2) (A) Liabilities for Obtaining 
Money or Property by False Representations: This also would involve some sort 
of a hearing afer pleadings filed, due notice given, and determination as to 
whether there was a liability and for how much and as to whether or not there 
existed all of the elements of a fraudulent representation (1 Collier (14th ed.) 
p. 1601). Questions of a fraud always offer a wide field for testimony in order 
to prove the fina] act of fraud. (2) (B) Willful and Malicious Injury to a 
Person or Property: Some time after appropriate pleadings are filed and due 
notice given, this will also involve a hearing which would be quite equivalent to 
trying a personal injury suit with everything that implies: liability, damages, 
and a finding, if there is a liability and damage, that it was willful and malicious, 
rather than mere negligence. Obviously, this would be a rather formidable and 
time-consuming lawsuit, unless there was a judgment prior to bankruptcy, in 
which event the question would be whether the judgment (usually in a State 
court) disclosed the nature of the injury and damage. (2) (C) Alimony: Some 
time after appropriate pleadings and due notice, this would involve a hearing as 
to what the decree in the State court actually provided: whether it was fixed 
alimony which is provable or whether the decree or order was ambulatory and 
thus not provable, and hence not dischargeable ; whether attorney’s fees, included 
in a provable decree for alimony, is a part of alimony, and hence excepted from 
discharge; also whether or not the decree was one for division of the property 
of the parties, and, therefore, under the State statute was not alimony. (2) (D) 
A Liability for Maintenance for Support of Wife or Child: Questions upon this 
subject have arisen by reason of decrees of State courts or upon contracts. They 
have usually involved the question of primary liability to some creditor as dis- 
tinguished from the spouse as a creditor. (2) (E) Liabilities Exrcepted by 
Reason of Being Based Upon the Seduction of an Unmarried Female, for Breach 
of Promise of Marriage, or for Criminal Conversation: Determination of dis- 
chargeability would involve a hearing at some time, at someone’s instance, for 
determination of the facts of liability and damages based upon State law. 
(3) Debts Not Duly Scheduled Are Excepted unless the creditor had actual notice. 
This would involve a hearing as to whether or not the name of the creditor is 
properly listed or not known to the bankrupt and, if not so listed, whether the 
creditor had notice or knowledge of the bankruptcy proceedings in due time. 
Since, in such instances, the creditor would probably have brought suit without 
notice of the bankruptcy proceedings, the probabilities are that the issue would 
arise after the bankruptcy case has been closed. By reason of the provisions of 
the Celler bill the bankrupt, instead of meeting the issue in the State court, 
would be required to reopen the case (in the district where the bankruptcy 
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proceedings was administered), no matter where the bankrupt or creditor hap- 
pened to live at this time. At this hearing, whenever and where it was held, the 
question would be whether the creditor was duly scheduled, whether the bank- 
rupt had used due diligence in locating his residence, or, regardless of due 
scheduling, whether the creditor had actual notice of the bankruptcy proceedings. 
(4) Debts Created by the Bankrupt While He Was an Officer or a Fiduciary, 
Which Were Created by His Fraud, Embezzlement, Misappropriation, or Defaica- 
tion: Some time and in some way the bankruptcy court would have to hear a 
lawsuit to determine whether or not the bankrupt was in fact a fiduciary and 
then whether he committed any of these misdeeds. Who is a fiduciary is often 
a perplexing problem and is, of course, not determined by Federal law. (5) 
Wages Earned Within Three Months, Regardless of the Amount Due to a Work- 
man, Salesman, and Others. (6) A Debt for Money Due to an Employee, the 
employer having retained it to secure an employee’s faithful performance. 

In all of the various and varied instances mentioned, not only relative to claims 
excepted in section 17, but also in the other situations just described, where a 
bankrupt might plead his discharge as a defense, there will have to be some 
action, some notice, a complaint, or application in the bankruptcy court similar 
toa petition for declaratory judgment by the court respecting the dischargeability 
of a claim. This would be in every sense a civil suit in the Federal court. Due 
process will have to be observed. After a full hearing, with opportunity to have 
a transcript of the evidence made, the court will have to make findings of fact 
and conclusions of law, together with an order or judgment; the right of review, 
and possible appeal must be preserved. 

Moreover, it must be remembered that all of the instances above described, 
where the question of dischargeability would be involved, the same questions 
would arise in Arrangement Proceedings under chapter XI and under Wage 
Earners’ Plan under chapter XIII. The confirmation in chapter XI operates 
as a discharge, excepting debts enumerated in section 17. Similarly, a discharge 
under chapter XIII excludes debts under section 17 held by creditors who have 
not accepted the plan. It follows that in some way and at some time the bank- 
ruptcy court will have the duty of determining what debts are not dischargeable, 
in spite of the Confirmation of an Arrangement and a Discharge in a Wage Earn- 
er’s Plan. 

It does seem to an outsider that the supporters of the bill could not have per- 
ceived the wide scope and ramifications of the bill and that, as we have said, 
they have permitted their usurious interest in the welfare of the bankrupt who 
allegedly had given a false financial statement, to blind them to its broad scope. 
They seem to have gone a long way in romanticizing the bankrupt. Lo, the poor 
bankrupt. He is almost uniformly viewed by them with rose-colored glasses, 
while the creditor is viewed with alarm.” After all, it is quite within the realm 
of possibilities that some creditors are honest—even some loan companies, who 
are lending billions of their money to small borrowers. Even Professor Smedley, 
who is not in favor of the grant of jurisdiction of the bill, joins in the chorus, 


10 These phrases are, of course, taken out of context, with the intention merely to show 
the general approach of the supporters to our problem. Covey, p. 48, col. 3: “* * * Dis- 
charged debtors are harassed and coerced into paying * * *”; p. 49, col. 2: “* * * a 
real hardship on the bankrupt ;” ““* * * by harassing and coercing the bankrupt ;” p. 49, 
col. 3: “* * expense to the bankrupt, which he cannot afford * * *”, “* * * a real 
hardship on the bankrupt * * * tactics may be employed by unscrupulous creditors * * * 
who proceed to harass the debtor * * * gives the creditor the right to harass and mali- 
ciously abuse the bankrupt.” 

Lynch, p. 122, col. 1: “* * * creditors, often those lending at excessive interest 
rates * * * these creditors would take coercive measures * * * these and other haras- 
sing tactics * * * p. 122, col. 2: “Such oppressive practices.” p. 124, col. 2: ‘* * * when 
the debtor is unusually harassed * * *” p. 125, col. 1. ““* * * works no great hardship 
upon creditors * * * possible harassment to the bankrupt * * * these suits generally 
result in judgment for the creditors. The creditor * * * p. 125, col. 2: “* * * loses his 
weapon or harassment of the bankrupt.” p. 125, col. 3: ‘** * * the creditor is also spared 
the embarrassment of being accused that it is harassing the bankrupt * * * to relieve the 
honest debtor * * * the honest but unfortunate debtor * * * the bankrupt will no longer 
be a target for harassing creditors * * *”. p, 126, col. 2: “* * * An evolution towards 
protection of the debtor * * * the law enables creditors to still plague the debtor * * * 
the ruthless creditor * * * and the honest bankrupt whose interest the law has grown 
to protect ey 

synch, p. 122, col. 1, quoting Coleman “A Plea for One Stop Service in Bankruptcy”, 25 
J. N. A. Ref. 31: ‘The bankruptcy court has assumed the guardianship of the bankrupt.” 
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but with some reservations.“ In consequence, although stating many of the ob- 
jections which we find in the bill, he would do something for the bankrupt but not 
for creditors; he would limit even the right of a bankrupt to relief. He fears 
that the creditors “would abuse the privilege” ; he would qualify the right of the 
bankrupt ; he might “vex the creditors”.” 

With creditors becoming aware of such tender concern for the bankrupt, it is 
just possible that history might repeat itself: The Creditors might rebel because 
of “pampering the bankrupt,” demand repeal of the act or some radical amend- 
ment with regard to the objections to a discharge.” In much that has been said 
about a creditor who attempts to collect a debt, after discharge, even without 
threats or filing suit, there lurks the implication that he is committing some sort 
of crime. The fact is, of course, that the debtor remains morally liable, and is 
legally liable unless released by bankruptcy.* A promise to pay after bankruptcy 
requires no consideration. One referee seems to have put the prevailing argu- 
ment in favor of the Celler bill quite succinctly: “The bankruptcy court has as- 
sumed the guardianship of the bankrupt.” (See note 8.) The millions of 
creditors whose claims are washed out every year by thousands of bankrupts 
would probably be inclined to debate that statement. They might suggest that 
guardianship is a matter for the probate or surrogate courts, or for some local 
legai-aid society or welfare agency. Perhaps a course in sales resistance for 
bankrupts would help.” This may be evolution, but it does seem that it is going 
a bit too far, even for a welfare state. 

In, their assumed guardianship of the bankrupt, who has borrowed money from 
a loan company and has given an alleged false written financial statement, the 
sponsors of the bill, we fear, have overlooked what a Pandora’s Box they will 
open with the enactment of the Celler bill. 

2. There is no need for the bill in order to remedy most of the wrongs of which 
the supporters of the bill complain; the repeal of section 14c (3) will, in all 
probability, prevent the most serious evils. 

As we have seen, the chief complaint is of some reprehensible conduct by credit- 
ors holding claims based upon false written financial statements. There is 
every reason to believe that the repeal of section 14c (3), by depriving this class of 
creditor of the club which is given to them by section 14c (3), will remove the 
opportunity of harassment and coercion described in the articles by the support- 
ers of the bill. These creditors will certainly be deprived of the ability to make 
threats of opposing the (general) discharge unless their excepted debt under 
section 17 (2) is promptly paid. Apparently, all of the supporters approve this 


1 Smedley, p. 659: “* * * honest creditors with nondischargeable claims * * * the 
strong danger that creditors would be inclined to abuse the privilege * * *”. Smedley, 
P. 666: “Granting that there are two sides to this question, and that not ail creditors 

ave black souls nor all bankrupts pure hearts * * *”; ‘* * * should be readily available 
to afford broad protection to debtors * * * bankrupts not being able to protect them- 
selves * * * coerced into paying * * * Often, the creditor’s post-bankruptcy maneu- 
ver ** % p. 667: “* * * make available to all honest debtors * * * the unscrupulous 
creditor * * take advantage of the ignorance, the inexperience, and poverty of the 
bankrupt by threatening him* * * through harassment of his employed * * * while other 
creditors with human instincts * * *”. p. 668: ‘““* * * such a scheming creditor * * * 
of the unwary debtor * * * the unfortunate debtor and the grasping creditor * * *”. p. 
s@ > * creditors might learn in time not to try to enforce claims unjustifi- 

y 99 

2 Smedley, p. 659. For some reason I am unable fully to understand what remedy Pro- 
fessor Smedley proposes. He proposes three reforms: pp. 669 to 671; see especially p. 
671. He certainly does not favor the grant of jurisdiction as embodied in the Celler bill, 
although he is referred to by the supporters. 

133 Warren, “Bankruptcy in United States History,” p. 62: “Period of the Debtor’; 
remarks by the Hon. Thos. H. Benton. 

144 Max din has been quoted, apparently in favor of the general idea of the Celler bill: 
Lynch, p. 126, column 1. Prof. Radin, in the same article, said (8 J. N. A., ref., p. 160) : 
“to pay one’s debts is a moral duty. It is a legal duty also—provided, the debtor does not 
go into bankruptcy * * * what is almost unquestionable is that the number of bankrupts 
is due ina ee measure to our fatal facility of discharge * * * the ease of sloughing off 
one’s obligations by discharge.” (25 J. N. A. ref., p. 3.) 

It might be cruel to suggest that if any one needs a guardian it is the creditors, who 
are so generous in extending credit to almost anybody. 

1% Talk about “honest and unfortunate bankrupts’? seem outmoded adjectives. So, too, 
the repeated statements about a bankrupt “surrendering all of his property to his creditors” 
and hence having no funds, is pure oratory. Eighty-five percent or more of the 70,000 
bankrupts of the past year had no property above exemptions. Most of these are not 
“unfortunate” in the sense that they have been struck by illness, accident, or unemploy- 
ment; they have outpromised themselves in the number of installment payments to be 
made for the “necessary luxuries’ of our present economy, and have yielded to “the 
Hidden Pressures” of advertising and salesmanship. They are the victims of creeping 
“Consumerism.” 
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amendment which is one part of the Celler bill. In fact, some of them have 
referred to this circumstance,” but apparently they do not regard this as enough. 
It is suggested that repeal of this subsection would go a long way to meet their 
complaints. It is a simple amendment easily understood. It will not, like the 
bill, revolutionize bankruptcy procedure with unpredictable consequences. It 
would therefore seem expedient for them to joint in urging its repeal and obtain 
the resultant benefits which, impliedly at least, they admit. 

3. The bill is too general in its provisions, in view of its novel and far-reaching 
purpose. 

We are to have in bankruptcy a new kind of issue, a new kind of hearing in 
the bankruptcy court: The final determination of the dischargeability of all 
bankrupt’s debts. We have tried to envisage what the nature of some of these 
issues would be and the variety and complexity of the problems that would be 
presented to the court. Surely, this calls for provisions delineating the pro- 
cedure, the mechanics, by which this object may be accomplished. We have such 
procedure definitely provided in the act at present in relation to the obtaining of 
a discharge, which appears to be a less complicated matter. The act specifically 
provides that the adjudication of the bankrupt (except corporations) shall be 
deemed an application for discharge (sec. 14a). After the bankrupt has been 
examined, the court must fix a time for filing objections to the discharge (14b) 
with 30 days’ notice to creditors and others (sec. 58b). If objections are filed, 
the bankrupt is to have 30 days’ notice of hearing thereon (sec. 58b). If he fails 
to appear he waives his discharge (sec. 14e). If no objections are filed, the 
bankrupt receives a discharge (sec. 14b). 

In arrangement proceedings, the court must fix a time for hearing upon con- 
firmation of the arrangement (which operates as a discharge), with notice to 
creditors, who may then file objections (sec. 335 of the act). In Wage Earners’ 
Plans, the time is fixed for hearing upon the discharge to be granted after con- 
summation of the plan (secs. 660 and 661). 

Compared to a proceeding for determination of dischargeability, a proceeding 
respecting the granting of a discharge is simple. The issues are limited to the 
specific grounds of objection listed in section 14c. There is quite generally only 
one objector and one hearing. It would seem that there is a much greater need 
for a clear and specific procedure upon the more complicated question of dis- 
chargeability. 

We might ask: Is there to be a time fixed by the bankruptcy court in every 
case, within which all creditors are required to file a petition or application of 
some kind, claiming that they have a debt that is entitled to be excepted from the 
bankrupt’s discharge, upon failure of which they will be forever barred from 
asserting such exception? Would this be directed to all creditors or only some? 
Or only to creditors filing proofs of claim? 

If perchance the bill now in Congress, supported by the Judicial Conference, 
which would require, if the filing fees have been paid, that the notice of first 
meeting also contain notice of the date for filing objections—would the court 
include also a notice of the last day for filing applications by creditors for finding 
that their debts are excepted from a discharge when and if a discharge is granted. 

Or would it be optional to bankrupt to file an application for a finding that a 
particular debt was dischargeable or, on behalf of the creditor, that it was not 
dischargeable? And then, what time for answer would be fixed, and what notice 
of hearing? Most perplexing: When is anything to be done looking to a determi- 
nation. of dischargeability? Surely, not before a discharge has been granted— 
that would be a waste of time by the bankrupt, the creditors, and the court, since 
no one would want to go to the trouble of trying a lawsuit, for fun, to be excepted 
from something that doesn’t exist and may nexer exist. That would be putting 
the cart before the horse. 

The supporters, strangely, do not shed much light on this tricky problem. 
They repeat, in various language, that the bill will give usa “simple, quick, direct, 


17 See note 6, Covey, p. 49, col. 3; and Lynch, p. 125, col. 1. 
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and inexpensive determination” ; a “one stop service.” * Some of their language 
seems to indicate that the question of (general) dischargeability is to be deter- 
mined at “the same time” ” as the determination of the (general) discharge. As 
already said, we don’t see how that could make sense. One concrete suggestion 
has been made, which emphasizes the simplicity of it: It would require a revision 
of some present forms and possibly change the language now used in the discharge 
form, so that the discharge would spell out what debts are dischargeable and what 
debts are not discharged.” We submit that this still leaves unresolved: When 
and how the question of nondischargeability comes before the bankruptcy court, 
not only in strict bankruptcy but also in arrangement proceedings and wage 
earner’s plans. 

We submit that the bill is entirely too general; it is woefully deficient in pre- 
scribing any procedure for the accomplishment of its pretentious purpose. As it 
stands, it is a mere invitation to adventure. 

4. The enactment of the bill would greatly delay and complicate the administra- 
tion of bankrupt estates; this would be true in strict bankruptcy administration 
and also in arrangement proceedings—probably also in wage earner’s plans. 

Our first witness in support of this statement is Professor Smedley, who has 
been favorably quoted by the proponents of the bill. He unhesitatingly admits 
that to give the bankruptcy court jurisdiction to determine the dischargeability of 
debts will inevitably occasion a delay; a quite substantial delay to the unneces- 
sary prejudice of both the bankrupt and the creditors.” 

Despite the soothing words of the supporters of the bill that it would produce 
a “simple, quick, final, and inexpensive’—a “one stop” determination of dis- 
chargeability, it must be plainly evident that hundreds of hearings for determi- 
nation of dischargeability with the incidental paperwork by the clerks, not to 
mention the time of the court, in findings of fact and conclusions of law, would 
be enormous. Closing of estates would be indefinitely delayed while the dis- 
chargeability of the various creditors’ claims were heard and determined, after 
the discharge is granted, with some of them no doubt carried up on review and 
possibly appeal. The bankruptcy division would have more complaint with 
cases delayed for closing beyond 18 months. 

What would happen in arrangement proceedings under chapter XI, and prob- 
ably also in wage earner’s plans? An arrangement proceeding is intended to 


18 Covey, p. 48: The subhead of his article reads: “Appears To Represent Quick, Direct, 
Inexpensive Determination of Problem,” p. 50, col. 2: “If * * * enacted, it will, in my 
opinion, result in extensive use of * * * a split discharge * * * a general discharge to the 
bankrupt of all his debts in the usual language except certain described obligations. This 
would dispose of the dischageable problem in the bankruptcy court and would be res 
adjudicata. Should a suit be instituted to collect a discharged debt, the bankruptcy court 
could, upon petition of bankrupt, reopen the case without the payment of an additional 
filing fee, and grant an injunction against prosecution of the suit until dischargeability 
of the debt in question is determined by the bankruptcy court. This would be a quick, 
direct, and inexpensive determination of the problem.” 

Lynch, p. 122, p. 6: “The bankruptcy court should be obliged to determine what debts 
are discharged and what debts are not discharged. It would require a revision of some 

resent bankruptcy forms and possibly change the language now used in the discharge 
-— fo, Saat fe discharge would spell out what debts are discharged and what debts are 
no scharged.” 

Lynch, p. 124, col. 3: “* * * proposed legislation would enable and empower the 
referee to grant a discharge yet, at the same time, empower him to determine and to 
declare a particular debt nondischargeable.” 

P. 122, col. 1: Quotation: “A Plea for One Stop Service in Bankruptcy.” 

See note 16: 1 p. 124, col. 3. 

» Lynch, p. 122, n. 6. 

21 Smedley, p. 658: “Perhaps the most significant consideration is the danger of delay 
in the administration of bankruptcy estates.”” Quoting from /n Re. Briscoe, 45 ¥. Sup. 422: 
“If, on the petition of a creditor, the bankruptcy court stops to adjudicate questions like 
the one at bar, then the completion of a bankruptcy case will be delayed and the proceedings 
made more burdensome for the estates at the ultimate expense of creditors not directly 
involved.” P. 659: “The delay in administration of the bankrupt estate, while these 
petitions were being contested, would become quite substantial to the unnecessary prejudice 
of both the bankrupt and the creditors waiting to receive dividends on the dischargeable 
claims.” (Of course, dividends are also paid on nondischargeable claims because they 
are provable claims), p. 669: “* * * some delay in the administration of bankrupt estates 
will inevitably be occasioned by the diversion of the court's attention from the business of 
collecting assets and paying claims.” (In ae 90 percent of all cases, there are no 
n 


assets to collect. Moreover, it is probably those very ‘“‘no asset’ cases in which there 


would be the largest number of claims reauiring hearings vnon discharcerhilitv. tT the 
writer’s own experience, there are frequently cases in which loan companies and finance 
companies are listed, as well as other debts, all of which would require determination of 
dischargeability. From 2 to 12 creditors of this class are frequently found in bankruptcies 
in the large cities). ‘The bankruptcy court is interested in speedy settlement of the 
bankrupt estate and we do not believe that the bankruptcy court should be required to stop 
and hear testimony on whether various creditors have debts which are not dischargeable.” 
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give small businesses an opportunity for a prompt composition or extension of 
unsecured debts; speed is an essential in order that there be little interruption 
of the business and that the going concern value be preserved.” This means 
that there be prompt confirmation of the arrangement, which results in turning 
the property back to the debtor and, also, operates as a discharge, Since the 
confirmation excepts the debts enumerated in section 17, the bankruptcy court 
must determine the dischargeability of all debts if the bill is enacted. How 
and when is that to be done? Since the confirmation is the discharge, there 
would be no point in considering the question of dischargeability prior to con- 
firmation. If it is done after confirmation, it will appreciably delay the debtor’s 
ability to proceed with running his business by requiring him—and his 
creditors—to attend hearings upon dischargeability ; these hearings would arise 
in all of the instances heretofore mentioned. 

A further delay incidental to the proposed grant of jurisdiction might well 
occur by reason of demand for a jury trial by bankrupt or creditors. This has 
been recognized in several of the articles which have been referred to. How 
little delay that would occasion is described by one of the supporters.” He 
would have the matter assigned by the judge to a jury docket; then, after the 
verdict, it would be recited in the discharge. How long it would take the 
district court to dispose of the case is anybody’s guess, in view of the congested 
Federal court dockets. 

The claim is made that the bankruptcy court’s determination would not only 
be quick but final; it would be “one stop” res adjudicata. That might be true, 
at least to a great extent, with respect to the bankrupt if a particular debt were 
found dischargeable and an injunction issued against the creditor. But if the 
creditor should be found to have a nondischargeable debt, he would merely have a 
decree or judgment without the ability to collect by directing an execution by the 
United States marshal. He would still have to bring a suit on the bankruptcy 
court judgment, in the county and State in which the bankrupt resided or could 
be served.” 

In the case of the bankrupt he, too, would also be in a State court to defend 
a foreclosure suit where, although the debt had been held dischargeable, he had 
given a mortgage—usually on household goods, for the debt. Many loan com- 
panies take this security in addition to a written statement of the debtor’s finan- 
cial condition. 

An appealing claim by the supporters is the “inexpensiveness” of the proceed- 
ing authorized by the bill. We might ask: Inexpensive to whom? To the bank- 
rupt, to creditors, to the bankrupt estate, or to the United States Treasury? 
Surely, the bankrupt, who would probably need a lawyer to defend himself in the 
State court, would have just as much need for a lawyer to try the issue of dis- 
chargeability in the bankruptcy court—unless we are to take seriously, the claim 
that the bankruptcy court is “the guardian of the bankrupt.” Certainly, some 
one will have to pay for all of the preparation of the pleadings and other 
essentials of a trial as important as most of those described would be. Certainly, 
the lawyers, the clerks, and the officers of the court will do a lot of work and 
expend a lot of time in connection with all of these hearings—and some one will 
pay for it. Wemust remember that no filing fee of $45 is to be paid which, under 
the act, is distributable to the clerk, to the referee’s fund, and to the trustee. Any 
other sums necessary will be deducted from money belonging to creditors in asset 
cases. It is true that the referee’s office is required to be self-supporting. How- 
ever, the administrative office, the district judges and the district clerks’ offices 
will be paid out of the United States Treasury. 

We submit that all of the facts to which attention has been called will in- 
evitably delay administration and will not approach the claims of the supporters 


of the bill that it will provide a quick, direct, inexpensive, and final determination 
of the problem. 


2 Remington (6th ed.), section 3569; Weinstem: “The Bankruptcy Law of 1938,” p. 266. 

*8 Lynch, 124, n. 22: “This does not present too formidable an obstacle. The judge of the 
district court could assign to a jury docket any case in which a bankrupt or a creditor 
requests a trial by jury in an instance involving the dischargeability or nondischargeability 
of the debt. Once this is determined as a matter of fact, the discharge could recite the 
verdict of the jury.” 

* Smedley, p. 659: “* * * The bankruptcy court ‘cannot carry through and render a 


judgment upon a creditor’s unreleased claim upon which execution may issue against the 
a after-acquired assets.’’’ See also, re Anthony, (D. C. Ill. 1941) 42 F. Supp. 312, 
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5. It would be an umovise policy, in view of our Federal and State judicial 
system. The enactment of the bill would transfer from State courts to the 
Federal court hundreds of cases which have been regarded generally within the 
jurisdiction of State courts and have been brought there.* We assume that it 
requires no citation of authority to prove that it has always been congressional 
policy, in granting jurisdiction to Federal courts, to leave to State courts all of 
the ordinary civil suits in which, primarily, State law is concerned.” This pol- 
icy of noninterference with the normal functioning of State courts has more 
recently been underlined by a desire to reduce the enormous burden upon the 
Federal courts with the consequent delays and congested dockets. Only a few 
months ago, at the special session of the Judicial Conference,” the Attorney 
General of the United States made a report regarding steps to be taken in “The 
Desire to Reduce the Excessive Delays and Congestion in the Federal Courts.” 
At the same session, the Conference recommended to Congress the appointment 
of 39 additional judges, owing to the same desire. At the same session, also, 
the Conference voted to ask Congress to increase the minimum amount required 
in diversity cases to $10,000. The Supreme Court has, in these diversity cases 
in which the Federal courts are governed by State law, defined narrow bound- 
aries to relieve “Federal courts of the overwhelming burden of business that 
intrinsically belongs to State courts, in order to keep them free for their dis- 
tinctive Federal business.” ” 

In determining the dischargeability of the various kinds of liabilities of a 
bankrupt, there are involved many facts with findings thereon governed by State 
law. Such lawsuits would today be brought by creditors. In the State court, 
where the debtor could be served. (Parenthetically, it is not true that the 
creditors may bring suit “wherever he chooses,” nor could be bring them in “a 
myriad of courts.) So far as we are informed, State courts are functioning in 
all States of the Union. With thousands of bankruptcy petitions being filed 
yearly, and with every bankrupt and every creditor becoming, by compulsion, 
a potential litigant in a Federal court rather than a State court, there would 
have to be overwhelming reasons for making the shift. Especially does this 
seem true since it will result in delaying and impeding the bankruptcy court in 
carrying out the chief purposes of the act. Also, since it is clear that, so far 
as creditors, at least are concerned, only partial relief can be granted. 

It does seem that we have here more evidence of a tendency toward cen- 
tralization of so many State activities in the National Government; to center 
them in a bureau in Washington. If this bill is enacted, the bankruptcy division 
of the administrative office will have to be appreciably enlarged, the number of 
referees at least doubled, and still more judges appointed, and new courthouses 
built. It isn’t so certain that the time may not come when the United States 
Treasury will have to take over the financing of the bankruptcy court, as well 
as all other courts. 

As long as the referee’s court must pay its own way, some of the cost will come 
out of creditors and bankrupts. However, the incidental expense will have to 
come from the United States Treasury. Then we shall have still bigger billion- 
dollar budgets. 

6. The referees are not necessarily the best qualified tribunal to determine the 
question of dischargeability. 


% Covey, p. 48, col. 1 : “We do not have any statistical data on the number of suits brought 
to enforce collection of debts presumably for the reason that such suits are almost always 
brought in State and local courts and not in the Federal courts. In fiscal year 1956 * * 
over 51,600 bankruptcy cases, or 84.8 percent of all cases, were filed by employees or Sees 
not in business. Also, in the same year, approximately 85 percent of all voluntary bank- 
cage cases closed were either no-asset or nominal asset cases. 

elix Frankfurter : “Distribution of judicial ayer between the United States and 
State courts.” XIII Cornell Law Quarterly, 499, 


, 530. 
“Report of the saat ten al a Special Sonus’ of the Judicial Conference of the 
United yor March 1957,” p. 
it 


30. 
= City of Tedintapolie v. Chase National Bank, (1941) 314 U. S. 63. 
*® Time magazine, Aug. 19, 1957: “The States * * * one of the 20th century’s most 
revolutionary programs : A pil 
sibilities to the States.” 


ot plan to return some important Federal powers and respon- 
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In support of this argument, we prefer to let those who are interested read 
what the supporters have said.“ All we can add is that it is a strange testi- 
monial to qualification of a judicial officer for hearing a lawsuit, that he already 
knows most of the facts and the law. (We are not to be understood as agreeing 
with this last phrase.) 

(It will be noted that Mr. Covey did not commit himself. ) 


SUMMARY 


Our hope is that some of the questions we posed will give the sanguine advo- 
cates of the Celler bill “that uncertain feeling’ which will cause them to doubt 
that they have really done their homework; that they have not fully explored 
the “possible probabilities” inherent in the proposal they so confidently recom- 
mend. It looks, from where we sit, like another loudly trumpeted humanitarian 
scheme of a few years ago, called a conditional discharge—we were saved from 
that.” Then, about 38 years ago, there was another noble experiment; unfor- 
tunately, that became a national law. It was repealed after 13 years, but the 
country hasn’t been the same since. 


Senator Carroiy. Mr. arin § I have you scheduled here now as 
No. 2. Will you come forward, please, and give us your opinion of 
H. R. 106. 


Mr. Horsxy. Briefly, sir, I would like simply to introduce Referee 
Wolfe who is far more competent than I to tell you about it. With 
your permission I would like to have him testify for the National 
Bankruptcy Conference on this bill. 

Senator Carroti. Come forward, please. 

Senator Lauscur. Senator Carroll, could I give some views? I 
have got to attend a committee hearing. : 

Senator Carrott. Yes. We have in mind. You are going to ap- 
pear on what bill, Senator Lausche ¢ 

Senator Lauscuer. H. R. 106. 

Senator Carrott. We are very happy to have you here and we 
understand you want to make a comment on H. R. 106, and any other 
comments that you desire to make we will be glad to hear. 

Senator Lavscne. Thank you very much. 


1 Lynch, p. 22, col. 1: (Quoting from Referee Coleman) : 

“The referee lives with the case. He becomes familiar with the bankrupt’s business, 
and he is compelled to inform himself on most matters which would affect the discharge- 
ability of the bankrupt’s debts. Why should he not be given authority to except debts from 
the discharge * * * the bankruptcy court has assumed the guardianship of the bank- 
rupt * * * why is the State court better qualified or equipped to pass on the question?” 

synch, p. 125, col. 1: “A system which permits a creditor to seek relief in the State 
courts * * * thus necessitating the reassembling of facts and another presentation, to- 
gether with the additional burden of informing the State court concerning the bankruptcy 
law, leaves something to be desired as a matter of fundamental justice. The referee, who 
knows the law, and has studied all of the claims, the commercial, economic, and social 
practices of the bankrupt, is better informed than any one else to make the decision.” 

Lynch, p. 126, col. 1: “It eliminates duplication of effort and expense necessary to in- 
form the State court. It allows a tribunal already familiar with the facts and the law 
of the case to make the ultimate decision.” 

Smedley, p. 667: “It seems obvious that the bankruptcy courts are in better position 
than the multitudinous State tribunals to pass on issues of dischargeable debts. They 
are necessarily better versed in bankruptcy law * * * but also in understanding of its 
general purposes. Also, they are more familiar with the bankrupt’s affairs, the nature 
of the claims against him, and the attitude of the creditors toward the bankruptcy pro- 
ceeding.” The author says (p. 668): “In every case, if the creditor has proved his 
claim in the bankruptcy proceeding there will be some evidence before the court as to the 
origin and nature of the debtor’s liability, whereas in a State court suit the proof of these 
factors would have to be submitted all over again. Furthermore, the debtor is already 
acquainted with the bankruptcy court and naturally expects to deal with all matters con- 
cerning his case.” 

We suspect that the author is not familiar with the actual proceedings in bankruptcy 
before a referee. Certaily, the court does not pass upon every proof of claim in the 
sense of hearing evidence. There are thousands upon thousands of claims filed in ——T 
jurisdictions, Unless there is a dispute, the referee seldom will have any knowledge wit 


regard to what the claim is, nor of its nature as to dischargeability; the amount and 
priority are the only elements considered. 


%50 Commercial Law Journal (1945), p. 197. 
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H. R. 106 


STATEMENT OF HON. FRANK J. LAUSCHE, A UNITED STATES 
SENATOR FROM THE STATE OF OHIO 


Senator Lauscur. For about 6 months I have had correspondence 
with C. D. Friebolin, one of the referees in bankruptcy in the Northern 
District of Ohio, Eastern Division of the United States District Court. 
Mr. Friebolin has been a referee in bankruptcy for 40 years. He is a 
man of impeccable integrity. His interest is primarily concerned with 
the public. I have implicit faith in him and for that reason desired to 
communicate to this committee his views. 

He sent to me a few days ago a short summary, as he defines it, of 
H. R. 106, and I will proceed to read this summary of his to the 
members of the committee if you do not object. 

Senator Carrot. Surely, go right ahead, Senator. 

Senator Lauscue. He states: 


Of first importance is to understand that H. R. 106 is actually a “package bill” ; 
it proposes two amendments to the Bankruptcy Act, one of which is practically 
noncontroversial, the other being extremely controversial. 

I happen to know that a referee in Portland, Oreg., recently wrote a letter to 
Senator Kefauver endorsing H. R. 106 when, in fact, he was in favor of one 
purpose of the bill—the practically noncontroversial purpose—but was opposed to 
the second, extremely controversial purpose. 

If any one tells you that the National Bankruptcy Conference endorsed the bill, 
let it be noted that the vote was a tie, which was broken only by the vote of the 
chairman. 

I. That part of H. R. 106 designated as section 3, which merely eliminates 
section 14c (3) of the act, has the almost general approval of referees and 
business groups, but preferably, with a modification, which is generally agreeable. 

Section 14ce (3) of the act, which it is proposed to eliminate, now provides that 
it shall be one of the grounds of objections to a bankrupt’s discharge, if the 
bankrupt obtains money or property by reason of bankrupt’s having made a 
written false financial statement. Rather than eliminate it entirely—to which 
there is some objection by commercial associations—it is generally agreed that its 
primary purpose can be achieved by limiting this ground of objection to bankrupts 
who had been engaged in business. 

The reason that this ground of objection should not apply to nonbusiness 
debtors is the fact that individual bankrupts in large number have given untrue 
written financial statements to small loan companies. The mere fact that such 
false—untrue—statements have been given, excepts that particular debt from a 
discharge if one is granted. By also giving such creditor the power to object to 
the bankrupt’s discharge, from all debts, this particular creditor, the loan 
company, is in possession of the power to threaten, even though not used, a bank- 
rupt with a denial of all his debts. 

I think it may fairly be said that today even the better loan companies favor 
this proposed amendment. 


It is my understanding that a debt incurred through fraud is non- 
dischargeable, and that that right of nondischargeability is preserved 
in the general act. But under the present language there are two 
weapons which the creditor has: (1) the right to object to a 
discharge of any of the debts, and (2) the retention of his claim on the 
grounds that it was incurred through fraud. 

Mr. Friebolin urges that the retention of the right, because the debt 
was incurred through fraud, is an adequate protection for the creditor 
and that he should not be given the second remedy of objecting com- 
pletely to any discharge of the debtor from his debts. 
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I understand that small loan companies, that is, the ones that 
charge 3 percent a month and 24% percent a month, have a long list of 
questions that they put to the debtor, and let us understand that the 
debtor who is willing to pay 3 percent a month is up against the wall. 
He must get money and his resort is to be willing to pay 3 percent a 
month. So he has a long list of questions and an improper answer to 
any material question in that list puts him within the infirmity of 
having that loan company vested with the right to object to any dis- 
charge of his debts, those incurred without fraud or those with. 

Now, then, part IT: 


The second and most important feature of H. R. 106 is opposed by many per- 
sons who have had experience in bankruptcy administration and those who have 
studied the matter.thoroughly because of the broad sweep of its enactment and 
the complications it will engender. 

1. This feature of the bill is something new and novel in any Bankurptcy Act; 
it is radical and revolutionary. It gives the Federal bankruptcy court—consist- 
ing of the district judge and referee in bankruptcy—the exclusive jurisdiction to 
determine the effect of a discharge if and when granted. 

It is clear from the articles published by the proponents that the motivation is 
the alleged reprehensible conduct of small loan companies to which reference 
was made above; they have no other concrete argument in its favor. 

It is submitted that the passage of the proposed elimination of section 14e (3) 
referred to above will cure that evil by removing the club which is implicit in 
giving a single creditor a debt which is not only excepted from a discharge if 
granted, but on top of that gives him the power to object to the granting of a 
discharge, a power possessed by no other class of creditors whose debts are 
excepted from a discharge if granted. (See sec. 17 of the act, which excepts 
from a discharge taxes, frauds, alimony, embezzlements, etc.) 

But, since the bill grants exclusive jurisdiction to the Federal Bankruptcy 
Court to determine the issues in any case where a discharge is pleaded—not 
only in cases where the creditor is a small loan company—the result is that 
thousands of creditors—as well as the bankrupts—will be potential litigants 
in a Federal court instead of being required to resort to a State court where 
service may be had upon a defendant. There were over 70,000 bankrupts last 
year. If we assume only 5 creditors for each bankrupt, 350,000 potential 
litigants will be created for a Federal court. 


I have read down to the bottom of page 3 and from here on I wish 
that the statement would be incorporated in the record, and I will 
just give some views. 

(The remainder of the statement is as follows :) 


2. This feature of the bill is so revolutionary that we suggest that we are 
entitled to know how it will be carried out—implemented. 

The bankruptcy court now has exclusive jurisdiction to grant or withhold 
discharges, how this is to be done, by whom, when, and for what reason? (See 
sec. 14a to b, and sec. 58b of the Bankruptcy Act.) The determination of the 
dischargeability or nondischargeability of any or all debts—the effect of a 
discharge after being granted—is a much more complicated matter; surely this 
bill should tell us how that is to be accomplished, when, by whom, how, and 
where. The proponents of the bill nowhere in their published arguments have 
told us anything with reference to these particulars. All they have said is 
merely a declaration of good intentions. 

3. If enacted, the proposal will unquestionably delay the administration of 
bankruptcy cases. Professor Smedley, in his article, admits that there must be 
delay. He suggests that only the bankrupt should be accorded the right to 
invoke the jurisdiction of the Federal Bankruptcy Court, leaving the creditors 
to pursue their remedies in a State court where the bankrupt can be properly 
served. 

By giving the Federal bankruptcy court exclusive jurisdiction to determine 
the effect of a grant of discharge in the district where the case is pending or 
Was closed, means that there will be hundreds, if not thousands, of law suits 
or contested proceedings to be heard and determined in the bankruptcy court. 
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(consisting of the district judge and referee in bankruptcy). Of course, such 
suits or proceedings will require pleadings, petitions, notices, answers, and 
hearing. And these will involve a variety of issues: Was the debt provable, was 
it based upon negligence or willful and malicious conduct, was it fraud or em- 
bezzlement, or was it revived according to the law of the particular State? 
These are lawsuits which will require time, especially if there is an appeal to a 
higher court. 


What would happen if a jury trial were demanded is also a probable compli- 
eation that would increase the delay in closing an estate. 

No account has been taken, either, of the complications that will ensue in 
debtor relief proceedings, particularly in arrangements (ch. XI and wage earn- 
ers’ plans, ch. XIII). 

4. There would be additional expense to somebody. The bill provides that if 
a bankruptcy case is closed, a bankrupt may have it reopened for the purpose 
without paying the required filing fee of $45; creditors would have to pay it 
if they wanted to reopen a case. But, presumably, as in other litigation, a 
complainant would have to employ a lawyer to file necessary pleadings and 
prosecute the case. 

Admittedly, more referees in bankruptcy would have to be appointed, certainly 
doubled; probably more district Judges would have to be appointed, they, with 
the referees, constitute the bankruptcy court; the number of clerks in ‘the 
referees’ offices and the district clerks’ offices would have to be increased, and 
the personnel in the Bankruptcy Division of the Administrative Office in Wash- 
ington would have to be substantially expanded. Who would pay for all of this? 


If the bankrupt doesn’t pay it, nor the creditors, it would be the United States 
Treasury. 


5. The enlargement of jurisdiction of a Federal court, including that of the 
bankruptcy court, would be unwise in view of our system of Federal and State 
courts, 


Congress has been reluctant to grant jurisdiction to Federal courts—particu- 
larly, exclusive jurisdiction—in ordinary Civil suits where State law is pri- 
marily administered. The suits and proceedings with which we are here con- 


cerned are governed primarily by State law: fraud, negligence, or assault and 
battery, alimony, revivor’s, et cetera. 


With the Federal courts quite generally behind in their dockets, it would seem 
that the certain added load resulting from the enlargement of the Federal 
bankruptcy courts’ jurisdiction, as proposed in H. R. 103, is unwise. 


C. D. FRIEBOLIN. 

Senator Lauscuse. When I was on the bench, frequently I had 
litigation before me in which the plaintiff was suing a debtor whose 
debts allegedly were discharged in bankruptcy. My recollection is 
that a debt incurred by fraud is nondischargeable. An obligation 
rooted in willful and wanton misconduct is not dischargeable. An 
obligation, although discharged when revived by a subsequent promise 
after the discharge, is suable. 

Those actions were brought anew in the State court. There the 
defendant was vested with all of the constitutional rights that are 
given to a litigant—trial by jury, the right of appeal, and so forth. 

According to Mr. Friebolin, his bill, if passed, will place exclusive 
jurisdiction in the bankruptcy court to hear all litigation of the nature 
which I just described. Mr. Friebolin, based upon 40 years of experi- 
ence, declares that it will be a further encroachment of the Federal 
courts into the operation of the State courts. 

It will create complications with respect to the right of trial by 
jury. And generally, it will heap upon the bankruptcy and the Fed- 
eral court a volume of business that is not warranted. 

Now that is his view and if there are any questions, I will be glad 
to answer them. 

Senator Ervin. I would like to give you an illustration and then 
ask you if it not only will do what you said, but also if it would 
not require the litigation of the same question twice in many cases. 
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For example, I recall one case I had where I brought a suit on a 
contractor’s claim that my client alleged—the creditor said that he 
had furnished the debtor materials as the result of fraud practiced 
upon him by the debtor. 

The debtor went into the bankruptcy court and filed a petition in 
bankruptcy. He took the position that there was no fraud involved 
and, therefore, it was a dischargeable debt. 

My client took the position that the debt was contracted through 
fraud and was not dischargeable under the Federal Bankruptcy Act. 

Now if this bill were to pass, in a case like that, it would give 
exclusive jurisdiction to the Federal] bankruptcy court to determine 
in the first instance, or determine finally, whether or not fraud was 
practiced by the debtor in that case, in a case like that, upon the 
creditor. 

Now they are both citizens of the same State, with no jurisdiction 
in the Federal courts except on the basis of the Bankruptcy Act, the 
powers of the Federal Government. 

Now my client under circumstances like that would have to take 
his witnesses first to the bankruptcy court, which might be held at a 
great distance from where these witnesses reside. If the bankruptcy 
decided that there was no evidence, no fraud was perpetrated, of 
course, that would end the matter. 

But if the bankruptcy court, after hearing all these witnesses, 
should decide that fraud had been perpetrated, then he would have 
to go back into the same court with the same witnesses and try the 
same issues a second time. 

Is that not true? 

Senator Lauscus. I am not sure that that would follow, but it is 
definite if you want to give the debtor his constitutional rights, let 
us say in one instance where it is claimed that he obtained the money 
by fraud, the other, the obligation was the result of a willful act, he 
would be entitled to a jury trial in each of those. 

Well, if he is entitled constitutionally to a jury trial generally 
except for the adoption of this bill, no time would be saved. The 
bankruptcy referee would have to give him a complete hearing in each 
of the cases, and then you would have the question, Is that an ade- 
quate hearing under the Constitution? Should he have the right of 
appeal to the court? 

Now, with regard to—— 

Senator Ervin. I might interject at this point—under my State 
constitution in my State, and under the procedures, the statutory pro- 
cedures described in my case, he would have the right. of trial by 
jury in a fraud case. We have that trial by jury in the State court 
on all issues of fact, and there are a good many States that have that 
system. 

Senator Lauscuer. Well, that would be true in our State. In our 
State he would have a right of trial by jury on all claims involving 
the sum of $20 or more. And so you have the question, What will 
happen if this exclusive jurisdiction is given to the bankruptcy court? 

Now, secondly, if the creditor claims that he has a nondischarge- 
able claim, he would have to sue the debtor in the community where 
the debtor lived. There the debtor could bring in his witnesses. 
Under this bill, the debtor would have to take his witnesses, as Sen- 
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ator Ervin has just described, from his county to the city of the 
district court, and I do not think it is sound. 

There are two parts to his claim: One is with regard to section l4c 
(3), which we aim is noncontroversial; the second part, which 
would gr exclusive jurisdiction to the bankruptcy courts, accord- 
ing to this man with 40 years of experience, and I subscribe to what 
he has said, is not sound. 

Senator Carrott. May I say to the Senator, his is a very fine 
presentation which will be very helpful to the record. 

The thought is running through my mind, however, that the referee 
in bankruptcy acting in behalf of the court, the Federal court, his 
judgment, of course, is not final. The Federal court’s judgment is 
appealable, as in all other cases. It is my understanding, and I will 
be glad to have Mr. Montgomery and the experts on bankruptcy 
correct me in this if I am mistaken—I might ask Mr. Montgomery, 
assuming now this law to be, the referee grants a discharge of a 
debtor’s debts. Now, the general practice throughout the country is 
that the State courts do pass upon—in other words, the debtor when 
he is absolved of all his debts, and this was the policy of the Congress, 
the policy of the Nation, to give the bankrupt a chance to shrive him- 
self, his debts, the creditor may take him into a State court, as I read 
the record, and report on this. 

This is one of the matters that bothered them. They said that these 
debtors were in many, many instances harassed and coerced by vir- 
tue of the litigation to be imposed upon them. 

He actually is a poor man in most cases or he would not be in bank- 
ruptcy. Now he has to go into litigation, go into a State court. He 
hasn’t the money. He hasn’t the attorneys, and the question is, 
Should we vest the Federal court or the referee with jurisdiction not 
only to grant that solution but to settle the controversy as to whether 
or not it is a dischargeable or nondischargeable claim ? 

Now, that raises the question—assuming that Mr. Montgomery or 
anybody else here can answer this question—I have a note here that 
referee Wolfe is here. I want to ask this question. 

If the Congress should pass a bill similar to the one in the House 
vesting in the court under the Bankruptcy Act the right to make this 
determination, and the suit was started in a State court, I may say 
that the Senator from Ohio, as I understand it, the debtor who had 
been absolved from his debts could move back into the bankruptcy 
court and ask that court to reopen his case. When he se seaed his 
case, he could petition that referee or the court itself. He could peti- 
tion that court to enjoin the State court until there was a determina- 
tion of his issue. It is the question of dischargeability or nondis- 
chargeability. 

Now, if that were appealed by the creditor, he has taken it into the 
Federal court. This is the question I want to raise. Would that 
creditor be entitled to a jury trial ? 


STATEMENT OF BERTRAM WOLFE, NATIONAL BANKRUPTCY 
CONFERENCE 


Senator Carrotu. Are you the same Mr. Wolfe who gave testimony 
on H. R. 13? 
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Mr. Wore. Yes. 

Senator Carroiy. Will you give your full name now ? 

Mr. Wotre. My name is Bertram K. Wolfe, of Philadelphia, referee 
in bankruptcy for the eastern district of Pennsylvania; professor of 
law at Temple University, and a member of the National Bankr uptcy 
Conference. 

Senator Carrott. Thank you, Mr. Wolfe. Will you now proceed 
to give us your opinion on H. R. 106? 

Mr. Woxre. Let me approach it first, sir, with the section 3 of the 
bill as it was passed by the House, and section 4, which, as the Senator 
from Ohio said, were probably noncontroversial. 

As section 3 was passed by the Hons, however, it eliminated en- 
tirely, as you know, starting with line 23 on page 2 and ending with 
line 5 on page 3. Or iginally, when this bill was introduced in the 
House, it was thought that the entire objection which was set forth in 
section 14c (3) should be deleted as a ground of objection to the 
bankrupt’s discharge. 

This objection was the giving of a false financial statement for the 
purpose of obtaining credit or ‘obtaining an extension of credit. The 
phraseology was very definitely spelled out. 

The reason why many persons thought that that ground of objec- 
tion should be entirely deleted was because of the loan company prac- 
tices of using these little statements that were given from time to time 
by the poor man who was borrowing $200 or $300 and they were tech- 
nically false, and therefore these companies were charged, at least, 
with using this ground of objection to bar these discharges. 

And when you look at the entire nationwide bankr uptey y picture, 
we find that approximately 85 percent of the bankruptcies today, 
nationwise, are these no-assets, nonbusiness cases, and that only 
approximately 15 percent are real business failures. 

‘hen, it did seem rather persuasive that the act should conform 
to the 85 percent rather than to the 15 percent. 

On the other hand, to delete this ground of objection entirely 
seemed definitely wrong with respect to a real business failure because 
a merchant who is in business and deliberately gives to his creditors, 
for the purpose of getting credit, a financial statement which shows 
a substantial solvency sn, as a matter of fact, he is hopelessly in- 
solvent, is a fraud, not only on that creditor, but on the public. 

And it is the entire concept, it seems to me, of the Bankruptcy Act 
in denying a man’s discharge not to deny it simply because it has an 
effect. on one creditor. This man being dishonest has an effect upon 
the entire community and to the entire business world, and he ought 
not to be allowed to go back into business again. 

So, therefore, the answer in protecting the small business bankrupt 

was not to delete this section entirely, but to limit the application of 
the section, that is, the granting of objection to business houses. To 
delete it entirely, as I Sepetesel at one time to Mr. Horsky, and also 
to Referee Car] Friebolin, who has been mentioned here, and whom 
I know very well and have great respect for, Congress has made it 
a criminal act for a man to send a false financial statement through 
the mail for the purpose of getting credit. 

Now, if we deleted this, you would say to that bankrupt who has 
sent a false financial statement through the mail, “You are a worthy 
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debtor, you will get your discharge. But nevertheless we will put 
you in jail.” And that just does not seem to make sense. 

So, at the last National Bankruptcy Conference it was suggested 
that section 3 of the amending act, H. R. 106, be changed, and that 
section 14c (3), which is the section which was deleted, be amended 
nevertheless to say that it is a ground of objection that would bar 
discharge where, while engaged in business as a sole proprietor, part- 
nership, or an executive of a corporation, obtained for such business 
money or property or credit or an extension or renewal of credit by 
making or publishing or causing to be made or published in any man- 
ner whatsoever a materially false statement in writing respecting his 
financial condition, or the financial condition of such partnership or 
corporation. 

I don’t know what the exact practice of the procedure would be, 
but it is the suggestion of the National Bankruptcy Conference that 
this bill be further amended by making this section 3 rather than 
the section 3 that it is. 

So, would it be proper for me to hand this up ? 

Senator Carrotu. Yes. If you have an amendment there, of 
course this will all be taken up—— 

Mr. Wo rr. Is that your plan of what the conference would be? 

Mr. Horsxy. Yes. 

Senator Ervin. Let’s see if I understand. The suggestion is that 
section 3 as it sprar® in H. R. 106 now should be stricken out and 
that substituted? The phraseology which you have just read be sub- 
stituted in its place? 

Mr. Wotre. Yes, which would keep in the ground of objection as 
it has been heretofore, but limiting it to the business failure. That 
would take care of the objection that it has been abused when used 
in connection with a small nonbusiness man by the loan companies as 
we have heard. 

Senator Ervin. In other words, that would permit the granting of 
discharges to the 85 percent nonbusiness cases that are involved ? 

Mr. Wotrer. Yes, but still keep the bad merchant out of business and 
bar his discharge. 

Now, I might say that that particular change was passed unani- 
mously by the National Bankruptcy Conference at its last meeting in 
Washington last October and Referee Friebolin was entirely in ac- 
cord with this particular change. 

Senator Carroty. May I have that? 

Mr. Wotre. Yes, indeed. I have several copies here. 

Senator Carroty. We will put into the record a proposed amend- 
ment to section 3 of H. R. 106. 

(The proposed amendment follows :) 


PROPOSED AMENDMENT TO SECTION 3 or H. R. 106 


“(3) while engaged in business as a sole proprietor, partnership, or an execu- 
tive of a corporation, obtained for such business money or property on credit 
or an extension or renewal of credit by making or publishing or causing to be 
made or published in any manner whatsoever a materially false statement in 
writing respecting his financial condition or the financial condition of such part- 
nership or corporation ;” 
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Senator Ervin. Mr. Wolfe, I would appreciate it if you could ex- 
plain to me exactly what is the difference in section 4 of H. R. 106 
and 11 United States Code 35 (a) as it now stands. 

Mr. Wotre. Yes, sir. I have been Paneer Ing to H. R, 106, section 
3, which proposes to amend section 14c (3) of the Bankruptcy Act. 

Now, I think I have covered that and we come now to section 4 of 
the amending bill which refers to an amendment to section 17 (a) 
of the Bankruptcy Act. é 

In the opinion of the National Bankruptcy Conference, this section 
4, which purports to amend section 17, could be entirely deleted. 
The reason is this: When the bill was originally written and intro- 
duced into the House, it deleted entirely the giving of a false financial 
statement as a ground of objection to a discharge, but the thought in 
doing that was, however, to not have that discharge which would 
then be granted to the bankrupt affect a debtor who had received such 
a false statement and had extended credit and had relied upon it. 

So his particular debt would not be affected by the discharge. 
Section 17 is the section which defines those debts which are not af- 
fected by a bankrupt’s discharge if the bankruptcy gets a discharge. 

Now, therefore, when the bill was first introduced, and you took out 
the giving of a false financial statement as a bar to a discharge, we 
will say a man gave to creditor X a false financial statement. He 
would then get his discharge and all his other debts would be dis- 
charged, but we put into section 17 the fact that the creditor that 
got that statement would not be affected by the discharge. 

Now, actually, there has always been in the act, if you will refer 
to section 4 of the amending act, A-2, the words, “All liabilities for 
obtaining money or money by false pretenses or false representa- 
tions”—they have always been in the act. They are there now. 

So that it has always been the law that any creditor who had 
received a false financial statement would not be affected by discharge 
if the man got his discharge nevertheless. 

In order to spell it out and make it sure, however, there was added 
the words, commencing with “or” on line 14 of the amending bill, 
and ending with the word “defraud” on line 19. We see no necessity 
for that addition. I do not think it does any harm. It simply 
explains that included in a liability for obtaining money by false 
pretenses or false representations, included in that definition is the 

iving of a false financial statement. It spells it out. It makes it 
efinite. 

Now, rather than ae it, I suppose it would do no harm. 

Do you agree with that ? 

Mr. Horsxy. I agree. 

Mr. Wo tre. It would do no harm to leave that in. That, however, 
is the explanation that the Senator asked me for as distinguished 
from the amending section 3 and the amending section 4. 

Senator Ervin. That is already written and included in the first 
part of that subsection (b), lines 13 and 14. 

Mr. Wotrs. Yes. Subsection 4 of the amending act is simply a 
spelling out of what the false pretenses mean, and what it includes 
and it has always been the law anyway. But it does not hurt to have 
it in. The main change would be sure to amend section 14 on the 
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ound of objection to the discharge by limiting it to the business 

ailure and not the nonasset and nonbusinessman merchant. 

Senator Ervry. I am just a little bit disturbed by the phraseology 
of the first part, lines 14 and 15, “or for obtaining money or property 
on credit.” 

Whether it is clear that annexed to that is this other, “in reliance 
upon a materially false statement in writing”—it might be construed, 
being in the disjunctive, not to include that qualification that appears 
on the next one and might be construed by the courts if you obtain 
money or property on credit, you do not get a discharge. 

Mr. Wotre. Well, the creditor who has been defrauded either by 
the statement or by the false representations will not be affected by 
the discharge if the discharge is granted. That is all this attempts 
to say. 

Now it is very true that the “obtaining money or property on 
credit” through a false statement is coupled with the expression “with 
intent to defraud.” Now that is perfectly proper because, if you 
give a statement without an intent to defraud, maybe that should not 
affect the dischargeability of the debt. But that could also be said 
to qualify only that second phrase “liabilities for obtaining money 
or property by false pretenses or false representations.” You do not 
have to go any further than the ordinary common law of deceit. 

Senator Ervin. The thing that worries me is here. Of course, you 
are defining here the obligations which are exempt from the discharge. 

Mr. Wore. That is right. 

Mr. Ervin. These are all in the disjunctive, you see, “or for obtain- 
ing money or property on credit.” Now, from a standpoint of 
phraseology, does that appear—do these phrases apply to that as 
well as to the same exemptions ? 

Mr. Wo re. I see your point and I think it is well taken. 

Senator Carroty. I think it is a good point. “Or for obtaining 
money or property on credit.” 

Mr. Wotre. Now the “or” there—no. That is allright. It is obtain- 
ing the money or property on credit or obtaining an extension or 
renewal. The “or” only joins the two different methods of obtaining 
money. 

Mr. Rosensercer. But “with intent to defraud” would modify all of 
them. 

Mr. Wotre. Both of them. 

Senator Ervin. You have got the “or” all the way through. It is 
all in the disjunctive. 

Mr. Worre. But if you start with the “or” on line 14, the “or” on 
line 15 only connects money or property on credit or money or prop- 
erty for renewal of credit, That “or” only refers to joining those two. 
So really your first “or” on line 14 will include everything down to 
the end, down to the “or” on line 19. 

Mr. Rosensercer. But your earlier point was that all of this is sur- 
plusage; “or for obtaining money or property on credit or obtaining 
an extension or renewal of credit in reliance upon a materially false 
statement in writing respecting his financial condition made or pub- 
lished or caused to be made or published in any manner whatsoever 
with intent to defraud.” All that would be obtained if you omitted 
“by false pretenses or false representations.” 
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Mr. Wore. That is the way the law has been and any man that 
had a false financial statement was always able to sustain his point 
that his debt was not affected by the discharge. 

Mr. Rosensercer. So if this is confusing, the language beginning 
with the second “or” on line 14 down to the comma in the middle of 
line 19 could be omitted without any damage to the draft. 

Mr. Wotre. Yes. In my opinion it could. 

Senator Carro.i. Do you want to go to another section now? 

Mr. Wotre. Next I would like to address myself to section 1 and 
section 2, which I think is the controversial part of the law, or the 
amendment, and which has been discussed at some length by the Sen- 
ator from Ohio. 

Senator Carroti. May I interrupt just a moment here to say to 
Mr. Baker and those witnesses who were listed for H. R. 982, it ought 
to be perfectly clear to you that you are not going to be heard by 12 
o'clock today. If you desire to leave and come back, we will try to 
resume at 2 o’clock. How long we will be on this I just do not know. 

Mr. Baker. Thank you, sir. 

Mr. Wo tre. As I said, sir, I have known Referee Friebolin for a 
long time and we discussed this matter of the controversial sugges- 
tion with him at some length. I was prepared, as a matter of fact, 
although I am committed to speak in favor of the adoption of this 
bill, to explain to the committee that in the National Bankruptcy Con- 
ference it was in fact passed only by a 12 to 11 vote. Under those 
circumstances it seemed to me—I consulted with Mr. Horsky, our 
chairman, about it—that it would be only fair to present both sides 
of the picture. But inasmuch as the Senator from Ohio has rather 
definitely taken that view and has explained Referee Friebolin’s posi- 
tion, who was the leader of the opposition, you might say, explained 
his views on the thing, it is hardly worth while to repeat it. 

Now, in favor of giving to the bankruptcy court this additional 
jurisdiction, it has been said that the bankruptcy court is better 
oe to interpret the bankruptcy law than judges in a State court. 

hesitate to advance that as an argument because I think we must 
consider that all of our judges, whether they are referees or Federal 
judges or municipal court judges in any city or somewhere else, are 
competent and qualified to interpret the law in the right way. They 
may not have had as much experience in interpreting the bankruptcy 
law as the referee has had, but we must assume, it seems to me, that 
they are qualified. 

I make my principal argument that if Congress has given, as it has 
under the Bankruptcy Act, the right to the bankruptcy court to grant 
a discharge to a bankrupt, that it is almost the inherent right in that 
court to protect its order of discharge and to interpret its own order 
because—as a matter of fact, it is being done now. The bankruptcy 
court enters an order of discharge and then some other court tells the 
litigant what the effect of that order is. It seems to me if we want 
to look with any sort of artistry or idealistically at this, a court ought 
to have the exclusive right, I might say, to interpret its own decree 
and not to allow that interpretation to be passed upon somewhere 
else. 

I think that is probably the best argument that I can make for 
the adoption of this amendment. At first, when it was advanced, 
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and for a long time I thought just because of those reasons, and recog- 
nizing also some practicablities about it, that maybe the referee 
would know better how to interpret section 17 than anybody else. I 
was sort of in favor of this particular bill. Fortunately, I come 
from a jurisdiction where there is no attachment for wages, and as a 
result of which most of our bankruptcy cases are business cases as 
compared to the 20 cases a week that referee Friebolin gets in these 
no-asset cases. I only get 1 or 2. As compared with maybe 1,500 
a year, I get at the most 100 or 200, it may run a year, 81 last year. 

But they are all business cases. We do not have this problem of a 
big burden and, as the Senator described it, the possibility of some 
300,000 lawsuits pending before the referee and trying to determine 
whether these loan companies have a Rietharacehbs ebt or a non- 
dischargeable debt. 

As I first looked at the amendment, I did not think it would be 
any burden upon the court, the bankruptcy court, because I did not 
think the instances would arise very often. We very seldom have an 
action pending at the time of bankruptcy which would be a question- 
able one, and after the bankrupt obtains his discharge, it is very 
seldom that an action is commenced which would be a questionable one 
as to whether the discharge were effective. But I had to be persuaded 
to some extent personally by the fact that we are in the 15 minority 
percent of the nationwide picture as against the fact that all over the 
country there are 85 percent of these nonbusiness cases where the 
effect of this grant of jurisdiction might be terrifically burdensome. 

Senator Carroiy. Do you find in that 15 percent area that you are 
in that there is a resort much to the State courts to determine the 
dischargeability or nondischargeability feature ? 

Mr. Wotre. They resort to the State court whenever there is a 
question. They must resort to the State court because the bankruptcy 
court now admits that it has no jurisdiction to pass upon the dis- 
chargeability. But in the actual practice I would say “No.” In my 
jurisdiction I do not think that there are 5 or 10 cases a year, if there 
are that many. 

Senator Carrott. What is your experience based upon what you 
have heard or read in the 85 percent of the cases where the wage earner 
is involved ? 

Mr. Wotre. My thought as a result of what I have heard or read 
is that it would be a terrific burden upon the bankruptcy court just 
as Referee Friebolin has suggested. 

Senator Carroty. What then gives rise to the need for this legisla- 
tion ? 

Mr. Wotre. Theoretically, idealistically, artistically, it was thought 
to be a good amendment to the law because the interpretation of the 
bankruptcy law ought to be in the bankruptcy court. 

Senator Carrott. Well, now, you don’t mean they just reached up 
and pulled it out of the air because of some idealism. Was there any 
practical operating factor working at the grassroots on debtors that 
gave rise to this legislation ? 

Mr. Worre. Sir, I don’t think so. 

Senator Carrott. You don’t think so. 

Mr. Worrt. I don’t think so. I may be wrong. From my know]l- 
edge of the development of this act, I think it was brought about en- 
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tirely because of the thought that the bankruptcy court ought to have 
the right to interpret its own decrees. Now it was brought about, too, 
by 2 or 3 cases. Many cases in the lower courts—and I am not sure 
about the Supreme Court of the United States, but certainly in the 
circuit courts—many cases decided that the bankruptcy court did not 
have jurisdiction to determine the effect of dischargeability upon a 
particular debt. 

There was the case of Local Loan Company v. Hunt, which is a 
leading case decided by the Supreme Court, in Two Hundred and 
Ninety-second United States Reports, page 234, decided in 1934. The 
United States Supreme Court in that case said that the bankruptcy 
court—from the referee on up—did have jurisdiction to determine the 
effect of the discharge upon a particular debt. But it pointed out very 
clearly that that was an exceptional case, an isolated set of circum- 
stances that might never happen again. It was based upon the fact 
that the bankrupt was a small wage earner, that his wages were being 
attached after his discharge in the State court, and the chances were 
if he had to sue that out in the State court or define it in the State 
court, that he would have to go all the way through the appellate courts 
of the State before he could get the Supreme Court of the United 
States to interpret the bankruptcy law on the theory that the State 
courts would not properly interpret it. They said under those cir- 
cumstances it seemed only fair and just to allow the bankruptcy court 
to determine that the discharge did affect this particular debt and 
stay it. 

Following that case there are a number of others where counsel at- 
tempted to bring the facts within the facts that were comparable to 
the facts of the Local-Hunt Company case, and in quite a few of those 
cases the circuit courts, at least, definitely decided that the referee did 
not have jurisdiction. 

I do not think there has been another case except that of Local-Hunt 
Company case. 

Senator Carroiti. How long ago was that Supreme Court case de- 
cided ¢ 

Mr. Wotrer. That was 1934. Since that time—and the following 
cases which held that the Court did not have the jurisdiction—students 
of the bankruptcy law have felt that maybe the bankruptcy court 
should have that jurisdiction, I think for the reasons that I have 
expressed. 

Senator Carrott, Were there any discussions in this Bankruptcy 
Committee of the Judicial—were you at any meetings of the Judicial 
Committee, the Bankruptcy Committee ? 

Mr. Wotre. Of the Judicial Conference ? 

Senator Carroty. Yes. 

Mr. Wotre. No. Naturally I have not been at any meeting of the 
Judicial Conference. I do go to the meetings and am a member of 
our Circuit Judicial Conference, but our Circuit Judicial Conference, 
that is the third circuit, has not discussed this proposed amendment 
at all. 

Senator Carroty. Now your testimony is important in this regard, 
Mr. Wolfe, because I think on this issue may hinge the whole effect 
of this legislation. Somewhere in the report Tavs been led to believe 
that the reason for this legislation was that the debtors, this 85 per- 
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cent category, have been coerced and harassed by virtue of the lack 
of ersetetets in the referee to make this determination in the 
bankruptcy court. 

Now, if this is not true, there is no need for this legislation except 
the Supreme Court decision of now 24 years’ standing and there is 
no necessity, no practical necessity for it, and it seems that the House 
has been wasting its time and we may be, too, in this respect. 

Mr. Wotre. Well, Now, I may be wrong. I do not know sometimes 
what is in the minds of people throughout the country. But I can- 
not see myself how the debtor would be more benefited by having to 
appear before the referee and have these questions of fact and law 
litigated before him than appearing before his own local State court 
ah 9 doing exactly the same thing. Where would there be any harass- 
ment one way or the other? I think the only answer is that the debtor 
thinks that the referee would have a better knowledge, a practical 
understanding of bankruptcy law, than the State municipal court 
judge. But as far as his expense and time, the hearings before the 
referee would have to be hearings. You would have questions of fact 
involved. Ifthere were a full statement given, the referee would have 
to find as a fact that the statement was materially false, that it was 
given for the purpose of obtaining credit, all of which facts would be 
certainly matters of taking testimony of witnesses. You could not 
have sort of an offhand or unjudicial hearing of some type, and it is 
exactly the same type of evidence that would have to produced 
for or against him in the State court. 

Senator Carrotu. In this discussion on the National Bankruptcy 
Conference, was there any discussion as to conditions which existed 
in various parts of the country which gave rise—not theory but con- 
ditions which existed in various parts of the country which gave rise 
to the need for this legislation ? 

Mr. Wotre. I do not know. I think the principal argument was 
that it would be better for the bankruptcy court to interpret its own 
decrees as a matter of policy and theory. Now, I may be wrong. I 
voted personally against this bill. Mr. Horsky, our president, after 
a tie vote of 11 to 11 in the conference, voted for it. Maybe he would 
be qualified at this particular point to explain why he did. 

Senator Carrot. I think as long as Mr. Horsky introduced you, 
and he is here in the room—Mr. Horsky, what is your observation on 
the question I have been putting here with reference to this? It 
seems to me this is the crux of the whole thing. Let us find out about 
it. 


STATEMENT OF CHARLES A. HORSKY, NATIONAL BANKRUPTCY 
CONFERENCE 


Mr. Horsxy. Mr. Chairman, the motivation for this bill came from 
the Judicial Conference, which had had many reports of the problems 
such as you are asking about. Mr. Geeslin, who is here for the Ju- 
dicial Conference, can tell you why this bill was drafted in the first 
place not by the National Bankruptcy Conference but by the Ju- 
dicial Conference to secure what they regarded as a relief. And he has 
some figures and concrete statistics or facts on it. 

Senator Carro.u. This is very important to know. 
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Senator Ervin. I would like to ask Mr. Wolfe a few questions. 

Senator Carroti. Oh, yes. We have more questions. We are not 
through. 

Thank you, Mr. Horsky. 

Senator Ervin. Mr. Wolfe, from a practical standpoint, the most 
valid arguments are against this bill, this section of the bill, are they 
not? In other words, the Federal courts sit usually some distance 
from the home of litigants and this bill would give the bankruptcy 
courts exclusive jurisdiction to determine the effect of the discharge 
and the question of the discharge depends upon the question of facts 
as well as questions of law, and the poor bankrupt would have to go 
in many cases a considerable distance from his home in order to pro- 
tect his rights under this. 

Mr. Woxrer. The first thing I would like to say—I do not see any- 
thing in this pry osed amendment that would give exclusive juris- 
diction to the bankruptcy court to decide. Now, there have been cer- 
tain expressions to that effect and Referee Friebolin thinks it does 

ive exclusive jurisdiction, which is one of his arguments against it. 
But it seems to me the jurisdiction, if it is granted, would have to be 
invoked better by the creditor. If the creditor wanted to start a suit 
in the court, the State court, I do not see why the State court would 
not have jurisdiction notwithstanding this amendment to go ahead 
and proceed. 

Senator Ervin. Anyway, if it is to be left like it is, unless it is 
invoked, there is really no good reason for passing it, is there ? 

Mr. Wotre. Well, the proponents of the bill think that the bankrupt 
would invoke it because the bankrupt would probably be able to get a 
better interpretation or for some other reason which is going to be 
explained, prefer the bankruptcy court, and, therefore, you cannot very 
well argue that he has to travel around a great distance because, if he 
wants to invoke it, that is his privilege or not. He has the privilege 
and the other man has no privilege at all. In other words, the option 
would rest with the bankrupt and not the creditor. 

Mr. Worre. That is right. 

Senator Ervin. Now, as a matter of fact, we have had a system that 
has been invoked since the passage of the original bankruptcy law, and 
wherever litigation is brought on a claim, either in a Federal district 
court or in the court of a State, and the defendant claims that the claim 
has been discharged in bankruptcy, he pleads same, just as any other 
issuable fact. 

Mr. Wotre. It is that defense. 

Senator Ervin. And then whether it is so depends upon the facts 
relating to it and the effect of this would be to remove the trial of one 
issue as it now exists, as now permitted to be made, from a State or 
Federal court into the bankruptcy court, leaving the other issues which 
may arise in the case undetermined. 

Mr. Worre. Assuming that the bankruptcy court would decide that 
the claim is not affected by the discharge, it seems to me the creditor 
would have to go back to the State court for his plenary suit to deter- 
mine questions of damage. 

Senator Ervin. I agree with you in the observation made a moment 
ago when Senator Lausche and yourself were discussing the bill, that 
the adjudication that the claim was not discharged would be binding, 
but in a great many States like my State we have a provision in a 
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fraud case, for example, that if you can get execution against a person, 
but you can only get execution against the person where the facts are 
found by a jury, even though that particular case of fraud might be 
res adjudicata for one purpose, it would have to be left open for this 
other purpose, and I think there are a number of States that have that 
provision. 

Now I do not believe this is so much a matter of interpretation of the 
effect of the discharge in the courts involved here, as it is the interpre- 
tation of an act of Congress. In other words, the discharge in bank- 
ruptcy would automatically discharge an obligation except those obli- 
gations which come within the special exceptions designated by the act 
of Congress, and among these exceptions, for example, is liability for 
obtaining money or property by false pretenses or false representa- 
tions. 

Now the question arises in the fraud case where the discharge in 
bankruptcy pleading was whether there was fraud, which is a case that 
all courts deal with every day, and also another exception is where the 
jury was willful or malicious. That is a mattter which courts deal 
with every day. So, after all, it is not a question of interpretation of 
the decree so much as it is interpretation of an act, a statute. And 
certainly I would think that one court would be as competent to inter- 
pret the statute, tell whether fraud existed or whether it was a willful 
Jury as another because they deal with that all thetime. So there is no 
peculiar knowledge involved in respect to determination of whether 
an exception created by an act of Congress exists in a particular case. 

Mr. Wotre. Well, your thought is that these exceptions do not in- 
volve an interpretation of indicating bankruptcy problems. 

Senator Ervin. That is right. 

Mr. Wo re. But are, rather, just ordinary common law problems. 

Senator Ervin. I had experience—I was a trial judge for 7 years 
in my State and in a number of cases I had cases of a discharge of 
a partial obligation in which the plaintiff was suing, and that was 
determined just like any other issue of fact in the case. And as a 
matter of fact, wherever it was established that the discharge had 
been granted, in the interpretation of that under the ordinary law, 
the judge gives the jury instructions as to the interpretation, and it 
just seems to me it is rather cumbersome to put people to the disad- 
vantage of having one issue taken out of a case and carried into the 
bankruptcy court where it is resolved against the debtor and you have 
to come back and take up the other issues of the trial and try them 
all at one time as has been done for over a hundred years, so far as 
I know, and I have never heard any complaint about it in my State. 

Mr. Wotre. We understand there are some. 

I will be very glad to give way. I would like to hear what Mr. 
Geeslin has to say. 

Senator Carrot. Thank you. You will be with us for a while. 

Mr. Wotre. Oh, yes. I think our next witness will be Mr. Geeslin. 


STATEMENT OF ERNEST GEESLIN, BANKRUPTCY DIVISION, 
ADMINISTRATIVE OFFICE, UNITED STATES COURTS 


Senator Carroity. Mr. Geeslin, you testified before with reference 
to H. R. 13. 
Mr. Gees.in. Yes, sir. 
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Senator Carroxu. All right. You may proceed now with refer- 
ence to H. R. 106. 

Mr. Grestin. Mr. Chairman, may I have your permission to read 
and have introduced into the record a statement of Mr. Covey? 

Senator Carroty. Do you have a copy of that statement for Sen- 
ator Ervin? 

Mr. Grestin. Yes, sir. 

This is a statement of Edwin L. Covey, Chief of the Bankruptcy 
Division, Administrative Office, United States Courts, re H. R. 106, 
to amend the Bankruptcy Act. 

In 1955 we began to receive requests for information from Mem- 
bers of Congress regarding complaints that were coming to them 
about certain practices that were occurring throughout the Nation 
in an effort to collect debts that acne, had been discharged. 
The late Senator Kilgore, then chairman of the Senate Judiciary 
Committee became interested and raised the question whether the 
Bankruptcy Act should be amended so as to give jurisdiction to the 
bankruptcy court to determine the effect of a discharge as well as 
the bankrupt’s right to it. 

Later, Senator Kilgore asked that the matter be brought to the 
attention of the Bankruptcy Committee of the Judicial Conference 
of the United States and to the Conference in order that recommen- 
dations might be made to alleviate the problems presented. The 
bankruptcy committee after careful consideration reported that it 
was sympathetic to the proposal that the bankruptcy court be given 
jurisdiction to determine the dischargeability or nondischargeability 
of provable debts but felt no recommendation should be made until 
specific legislation on the subject was drafted. Before this was done 
Senator Kilgore passed away but Congressman Celler, chairman of 
the House Judiciary Committee, introduced H. R. 11543 late in the 
84th Congress. He requested that the bill be brought to the atten- 
tion of the Bankruptcy Committee of the Judicial Conference when 
it met in September 1956. The committee recommended approval of 
the bill in principle and the Conference approved the recommendation. 
H. R. 106 as originally introduced is identical with H. R. 11543 (84th 
Cong.). 

It is significant to note that in the fiscal year 1957, over 63,000 
bankruptcy cases or 86.3 percent of all cases were filed by employees 
or others not in business. Also in that fiscal year, over 85 percent 
of all ordinary bankruptcy cases closed were either no-asset or nom- 
inal asset cases. It is reasonable to assume that the primary, if not 
the sole, purpose in approximately 85 percent of all ordinary bank- 
ruptcy cases filed is to obtain a discharge by an employee or others 
not in business and thereby rehabilitate debtors in financial distress. 

Section 1 of H. R. 106 as passed by the House would amend sec- 
tion 2a of the Bankruptcy Act (11 U.S. C., lla) by adding at the 
end of the section a new clause (22) expressly granting to the bank- 
ruptcy court jurisdiction to determine the dischargeability or non- 
dischargeability of provable debts. Thus the bankruptcy court would 
be clearly vested with authority to determine not only the bankrupt’s 
right to a discharge but also the effect of a discharge when granted. 
Under present practice the State court in which a bankrupt is sued 
after a discharge has been granted, often determines whether the debt 
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in question has or has not been discharged. Then the jurisdiction 
over the granting and the enforcing of a discharge is divided, with 
the result that debtors are often harassed and coerced into paying a 
particular debt that may have been discharged. 

Section 2 would amend section lla of the Bankruptcy Act (11 
U.S. C., 29a) so as to make it clear that the bankruptcy court shall 
have jurisdiction to stay, until the question of dischargeability 
is determined, suits pending on the date of bankruptcy as well as 
those started after bankruptcy for liabilities existing on the date of 
bankruptcy. 

Section 3 would strike clause (3) of section 14c of the Bankruptcy 
Act (11 U. S. C., 32c (3)). The effect of this would be to remove 
as a ground for a complete denial of a discharge, the obtaining of 
credit or an extension or renewal thereof by making or publishing 
a materially false statement in writing respecting the financial con- 
dition of the bankrupt. 

Section 4 would amend section 17a (2) of the Bankruptcy Act 
(11 U.S. C., 35a (2)) by inserting as a ground for the nondischarge- 
ability of the particular debt affected, the language removed from 
section 14¢ (3) with the added requirements that such liability, to be 
nondischargeable, must. have been incurred in reliance upon a mate- 
rially false statement in writing and the statement must have been 
made or published with intent to defraud. The amendments of sec- 
tions 14c (3) and 17a (2) would have the effect of removing from 
section 14c (3) the above ground for a complete denial of a discharge 
and inserting similar language in section 17a (2) as a ground for the 
nondischargeability of a particular debt. The above amendments were 
approved by the Judicial Conference of the United States (see Conf. 
Rept., September 1956 session, pp. 28-29 and Conf. Rept., March 1957 
session, p. 18). 

The reasons for the above amendments are more fully set forth in 
House Report No. 785, 85th Cong., Ist session, relating to H. R. 106. 

The Judicial Conference of the United States at its meeting last 
March, upon the recommendation of its Committee on Bankruptcy 
Administration, approved a proposal to reinsert as clause (3) in 
section 14¢c as a ground for the complete denial of a discharge, the 
obtaining of money by persons engaged in business upon a materially 
false statement in writing. The substance of section 14c (3) was orig- 
inally enacted in 1903 and has remained in the act with only minor 
changes. It was originally intended to apply only to false financial 
statements issued by persons engaged in business. The proposed 
amendment would carry out the original purpose of the section. 

The proposed new section 14c (3) would read as follows: 

(3) while engaged in business as a sole proprietor, partnership, or as an ex- 
ecutive of a corporation, obtained for such business money or property on 
credit or aS an extension or renewal of credit by making or publishing or 
causing to be made or published in any manner whatsoever a materially false 
statement in writing respecting his financial condition or the condition of such 
partnership or corporation. 

The Judicial Conference approved this amendment of H. R. 106 as 
it passed the House and recommended its enactment as so amended. 
If this is done, the renumbering of clauses (4), (5), (6),and (7) should 
be omitted from H. R. 106. 
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Senator Carrott. Mr. Geeslin, what evidence do we have for the 
record that would bear out your statement on the bottom of page 2: 
then the jurisdiction over the granting and the enforcing of a discharge is 
divided, with the result that debtors are often harassed and coerced into pay- 
ing a particular debt that may have been discharged. 

What evidence do you have on that?) Any documentary evidence of 
hearings that have been held ? 

Mr. Grxsuin. As I stated in here, it came to the attention—it 
came to our attention in 1955 that the debtors were being harassed. 

Senator Carrott. Through Members of Congress? 

Mr. Gresuin. Through Members of Congress. 

Senator Carroti. Do we have any— 

Mr. Greestin. We do have, I am sure, the letter we received from 
Senator Kilgore. That is the only one I can say definitely we have. 
Now, we did have a telephone conversation—I had a telephone con- 
vensation with Congressman Denton, I believe, from Indiana about 
the same year, around 1955, as I recall it, and he was very much dis- 
turbed over one of his constituents being harassed by such creditors 
after he had obtained his discharge. And Mr. Covey was out of the 
city at the time and I told him after his questions which he wanted to 
know—what he wanted to know is whether or not he would stand 
any chance to get the Bankruptcy Act amended to take care of this 
situation. I told him I could not say definitely what the possibilit 
would be but Mr. Covey would talk to him about it when he vei 

Senator Carroit. Were you present at any time when this was dis- 
cussed by the Bankruptcy Committee of the Judicial Conference ? 

Mr. Grestin. Not by the Judicial Conference itself. I was present 
at. the Bankruptcy Committee of the Judicial Conference. 

Senator Carrotu. That is what I have in mind. Now, these were 
composed of some able jurists. Tell us who the—give us their names, 
if you can, as you can remember them. 

Mr. Grrstiy. I think Ihave a 

Senator Carro.u. I know we have former Circuit Court of Appeals 
Judge Orie Phillips, on the Eighth Circuit, I think he is from. 

Mr. Geesuin. I have all the names here. 

Senator Carrott. Do you know what the vote was on the Bank- 
ruptcy Committee of the Judicial Conference? Was it a split vote 
or were they unanimous or what was the situation ? 

Mr. Geestin. The votes are, as I recall it was unanimous. There 
was no dissenting vote at all. 

In answer to your question as to names of parties, the judges on 
the Bankruptcy Committee, the Judicial Conference on Bankruptcy 
Administration, Circuit Judge Orie L. Phillips, Chairman; Circuit 
Judge John B. Sanborn, District Judge O. D. Hamlin 

Senator Carroti. Where is Sanborn from? What area? 

Mr. Gerstin. Judge Sanborn, sir, is from the eighth circuit, I be- 
lieve. 

Senator Carrot. What is the eighth circuit area, for the record? 

Mr. Gerrsitin. Arkansas, Iowa, “Minnesota, Missouri i, Nebraska, 
North Dakota, South Dakota. 

Senator Carrott. Goright ahead. The next one is—— 

Mr. Grrstin. The next one 
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Senator Carrott. We will save you the trouble of reading that. 
We will put it in the record so you don’t have to read it. Just tell us 
the circuit and we will put it in the record. 

Mr. Geesin. District Judge Bailey Aldrich, Chief Judge Seybourn 
H. Lynne, and United States District Court Judge Weinfell of the 
Southern District of New York. 

Senator Carrot. Do you know whether or not there is any testi- 


mony, any evidence pen to this Bankruptcy Committee of the 
Judicial Conference? 


Frankly, what I have in mind, there has been a statement here that 
this is a question of artistry, of judicial ideological thinking. I want 
to know if there is any evidence, any facts to support this reeommenda- 
tion for legislation, a change in this law. 

Mr. Grrstin. Yes, sir. When the question was first presented to 
the Administrative Office by Senator Kilgore, the matter was then, 
as stated in Mr. Covey’s remarks, that the situation was brought to 
the attention of the Bankruptcy Committee, and Mr. Covey at that 
time wrote a memorandum on it, and that memorandum should be 
available for this committee, I believe. 

Senator Carroiti. Well, I would like to have that memorandum and 
we will place it in the record. 


(The memorandum, with attachments, referred to is as follows:) 


ADMINISTRATIVE OFFICE OF THE UNITED STATES COURTS, 
Washington, D. C., September 8, 1955. 


MEMORANDUM FOR THE BANKRUPTCY COMMITTEE 


Re: Item IV of proposed agenda namely: Consideration requested by Senator 
Kilgore of a proposal to amend the Bankruptcy Act so as to give the 
bankruptcy court general jurisdiction to determine the effect of a dis- 
charge as well as the bankrupt’s right to it. 

At the outset I believe it should be stated that this proposal involves the 
application of the principles laid down by the Supreme Court in 1934 in the case 
of Local Loan Co. v. Hunt, 292 U.S. 234. That case held: 

“That a Federal court of equity has jurisdiction of a bill ancillary to an 
original case or proceeding in the same court, whether in law or in equity, to 
secure or preserve the fruits and advantages of a judgment or decree rendered 
therein, is well settled * * * And we find nothing, either in the nature of the 
bankruptcy court or in the terms of the Bankruptcy Act, which necessitates the 
application of what would amount to a special rule on this subject in respect 
of bankruptcy proceedings” (id. at 239-240). 

“Tt does not follow, however, that the court was bound to exercise its authority. 
And it probably would not and should not have done so except under unusual 
circumstances such as here exist” (id. at 241). 

Both prior to the Local Loan Company case and since, the bankruptey court 
(which includes the referee who, since 1938 has had jurisdiction to grant or 
deny discharges) has rather steadfastly declined to determine the effect of its 
discharge either at the instance of the bankrupt or a creditor, except under 
very unusual circumstances. 

The present request of Senator Kilgore who is chairman of the Senate 
Judiciary Committee came about as a result of a complaint he received and 
referred to this office. The complaint was as follows: 


WAVERLY, Ont0, April 23, 1955. 

Dear Sir: I’m writing to you in regard to something I think should be looked 
into. We have tried to get something done but have failed. Mr. and Mrs. 
Arnett Blackburn Edwards entered bankruptcy and received their discharge 
on March 16, 1954. Now the Household Finance Co. has sued them for a bill 
which was included in bankruptcy and got judgment for same on which they 
are paying $7 a week. This should not be if we have a good law which we 
doubt now after this has been done. Would like for you to look into it if you 
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have the time. If this is not in your hands please refer us to someone else. We 
think it is a Government matter after them getting judgment against. them. 
We wrote to the referee in the bankruptcy, Mr. Doval, in Wheeling, W. Va., and 
didn’t receive any answer. Would you please let me know if there is anything 
wecando? Would appreciateit. Thank you so much. 

Yours sincerely, 


Mrs. JoHN O’CURRAN. 


A copy of my reply to Senator Kilgore, together with copies of letters received 
from Referee Duval of Wheeling, W. Va., are attached to this memorandum. 

As will be observed, I stated: “There would appear to be no further remedy 
open to the bankrupt in the State courts and it is very doubtful whether there 
is any remedy open to him in the bankruptcy court under the court decisions. 
The situation in this case is typical, I believe, of what is happening in many 
jurisdictions throughout the country and raises a question of policy as to whether 
the Bankruptcy Act should be amended so as to give jurisdiction to the bank- 
ruptcy court to determine the effect of a discharge as well as the bankrupt’s 
right to it.” 

Later I received Senator Kilgore’s request that the problem he brought to the 
attention of the Bankruptcy Committee and to the Judicial Conference of the 
United States in order that recommendation may be made to alleviate the prob- 
lem in the future... I attach a copy of Senator Kilgore’s letter. 

During the past 20 years many articles have been published on the subject 
at hand and many cases have cited the rule laid down in Local Loan Company v. 
Hunt. A recent article published in the May 1955 issue of the Minnesota Law 
Review by Prof. T. A. Smedley of the Washington-Lee University Law 
School entitled ‘‘Bankruptcy.Courts as Forums for Determining the Discharge- 
ability of Debts,” points up the problem and reviews the cases and articles. I 
enclose a reprint of this article for your information. 

I do not know as I agree with any of Professor Smedley’s proposals as to how 
the result he seeks should be accomplished. It seems to me it could be accom- 
plished by.a direct grant of jurisdiction in section 2a of the Bankruptcy Act 
to “determine the dischargeability or nondischargeability of all provable debts 
at any stage of a proceeding coupled with a provision that if a case is reopened 
solely for the purpose of determining such dischargeability or nondischarge- 
ability, no additional filing fees shall be collected.” This together with the 
present provision in section 2a (15) giving the court jurisdiction to “Make such 
orders, issue such process, and enter such judgments, in addition to those 
specifically provided for, as may be necessary for the enforcement of the pro- 
visions of this act: Provided, however, That an injunction to restrain a court 
may be issued by the judge only”’—would be sufficient. It would not interfere 
with the present provisions of section 14 dealing with the granting of discharges 
or section 17 dealing with nondischargeable debts. 

It seems to me there is much to be said in favor of the proposal in terms of 
“rehabilitation” of the bankrupt since the procurement of a discharge is the 
primary and often the sole purpose of the proceeding in perhaps 90 percent of 
all ordinary bankruptcy cases filed. I feel the bankruptcy court is not doing its 
full job if it turns the bankrupt out of court with a naked discharge in his hand, 
expecting him to defend himself in all courts and against all comers. 

In connection with Senator Kilgore’s request I should like to bring to your 
attention an article also appearing in the May 1955 issue of the Minnesota Law 
Review by Referee Carl Friebolin of Cleveland, Ohio. Referee Friebolin has 
had many years of experience as referee and as a member of the National 
Bankruptcy Conference. He has written a number of fine articles on various 
bankruptcy subjects and takes the view that a liability excepted from a dis- 
charge under section 17 of the Bankruptcy Act should not be the basis of a 
ground of objection to a discharge under section 14c. He favors the elimination 
of section 14e (3) as a ground for such objection. In his article beginning on 
page 673, he discusses fully this proposal. His observations on pages 682 to 687 
are especially enlightening. Others have proposed section 14c (3) be amended 
by inserting at the beginning of clause 3 the words “while engaged in business” 
obtained from a creditor, money or property on credit, et cetera. For a dis- 
cussion of this see pages 693 to 695 of the above article. 

Perhaps section 14c (3) should be stricken or modified at the same time a 
direct grant of jurisdiction to determine the effect of the discharge is given. 

Respectfully submitted. 


EpwIn L, Covey, Chief of Bankruptcy. 








54 BANKRUPTCY 


JutLy 8, 1955. 
Hon. Hariry M. KInecore, 
United States Senate, 
Washington, D. C. 


Dear SENATOR Kixcores This letter is in further reply to your letter of May 
20, 1955, which was acknowledged on May 23, 1955, regarding the bankruptcy 
proceedings of Mr. and Mrs. Arnett Blackburn Edwards in the northern district 
of West Virginia, and about which Mrs. John O’Curran of Waverly, Ohio, wrote 
you on April 23, 1955. We now have received a complete report from Referee 
Thomas H. Duval of Wheeling, W. Va., before whom the case was administered. 
The completion of his report was delayed somewhat until he could confer with 
the bankrupt in Parkersburg, W. Va., about the suit of the Household Finance 
Co. brought after the bankrupt had been granted a discharge. I enclose copies 
of Referee Duval’s letters dated May 26 and June 21, 1955, which set out the 
facts in detail. 

Briefly they are as follows: 

Bankrupt’s voluntary petition and schedules filed January 9, 1953, and 
order of adjudication and reference entered on the same date. 

First meeting of creditors held at Parkersburg, W. Va., February 16, 1953; 
Lawrence M. Ronning appointed trustee on the same date. 

November 10, 1953, trustee reported certain household furniture had been 
mortgaged to Household Finance Co. for $204.38 but that the mortgage was 
not recorded prior to bankruptcy and therefore did not constitute a lien. 
Trustee reported the furniture to be in a very dilapidated condition and 
worth not more than $25, and asked leave to sell it to the bankrupt at that 
figure. Sale ordered after notice and hearing on November 25, 1953. 

Bankrupt discharged March 16, 1954. 

Unsecured claim for $204.38 filed by Household Finance Co. No dividend 
paid. 

Case closed June 15, 1954. 

On February 15, 1955, Household Finance Co. brought suit in Parkersburg, 
W. Va., against the bankrupt on the note “for wrong and a false statement in 
writing.” The bankrupt appeared in court and employed counsel to defend who 
apparently pleaded the discharge as a defense. But judgment was entered by 
the justice of the peace and became final in 19 days for lack of an appeal. 

There would appear to be no further remedy open to the bankrupt in the State 
courts and it is very doubtful whether there is any remedy open to him in the 
bankruptcy court under the court decisions. The situation in this case is typical, 
I believe, of what is happening in many jurisdictions throughout the country and 
raises a question of policy as to whether the Bankruptcy Act should be amended 
so as to give jurisdiction to the bankruptcy court to determine the effect of a 
discharge as well as the bankrupt’s right to it. 

Two sections of the Bankruptcy Act are pertinent, namely: 

(1) Section 14.—Discharges when granted—which sets out in subsection 
ec that a discharge shall be granted unless the bankrupt has * * * “obtained 
money or property on credit, or obtained an extension or renewal of credit, 
by making or publishing or causing to be made or published in any manner 
whatsoever, a materially false statement in writing respecting his financial 
condition ;” 

(2) Section 17.—Debts not affected by a discharge—which sets out in 
subsection a that a discharge in bankruptcy shall release the bankrupt from 
all his provable debts except such as * * * “are liabilities for obtaining 
money or property by false pretenses or false representations, * * *.” 

Under section 14 it is for the bankruptcy court to determine whether a dis- 
charge should be granted. But under section 17, it normally is for the court in 
which the bankrupt is sued after a discharge has been granted, to determine 
whether the debt in question is or is not dischargeable. Thus the jurisdiction 
over the granting and the enforcing of a discharge is divided with the result 
that discharged debtors are often harassed and coerced into paying a particular 
debt. 

In practice the small loan companies, having a statement in writing in their 
files often known to them to be incorrect when taken and upon which they in 
fact did not rely, will not come forward with an objection to the bankrupt’s 
discharge. Rather they prefer to have the discharge granted as it increases 
their chance for collection thereafter. Following the discharge, a suit is brought 
in the State court alleging fraud and that the debt is therefore nondischargeable 
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under section 17. By so doing they have two chances to win: (1) The bankrupt, 
thinking his debt has been fully released, will fail to plead his discharge and be 
defaulted; or (2) the State court will hold the debt nondischargeable. As a 
result the bankrupt is either put to substantial cost to defend such action which 
he can ill afford or he agrees to settle on some basis. 

In recent years it has been proposed in several quarters that the Bankruptcy 
Act be amended so as to give the court jurisdiction to determine not only the 
bankrupt’s right to a discharge but also whether a particular debt is or is not 
dischargeable and that the bankruptcy court be given jurisdiction to enforce its 
order of discharge by injunctive relief. Such a change would be far reaching 
in its effect and would greatly increase the work of the bankruptcy court and 
especially that of the referees in bankruptcy who under the Chandler Act of 
1938, are given jurisdiction over the granting of the discharge, subject always 
to the right of review by the district judge. 

I shall make no attempt here to exhaust the subject as the various phases of 
the problem are numerous and the cases voluminous. I shall be pleased, however, 
to discuss the matter further with you if you desire. 

I trust this letter will give you the information you desire to enable you to 
reply to Mrs. O’Curran’s inquiry. 

Sincerely yours, 
EpwIn L. Covey, Chief of Bankruptcy. 


UNITED STATES DISTRICT CoURT 
FOR THE NORTHERN DISTRICT OF WEST VIRGINIA, 
Wheeling, W. Va., May 26, 1955. 
Re: Arnett Blankburn Edwards, Bankrupt, In Bankruptcy, No. 487-F. 
ADMINISTRATIVE OFFICE OF THE UNITED STATES Courts, 
Supreme Court Building, 
Washington, D. C. 
(Attention: Hon. Edwin L. Covey, Chief of the Division of Bankruptcy.) 

Dear Sir: I amin receipt of your letter relative to the above case in which you 
included copy of a letter from Mrs. O’Curran to Senator Kilgore. 

I will try to give you a chronological report with respect to the proceedings, 
as indicated from the records in this office. The petition and schedules were 
filed on January 9, 1953, and an order of adjudication and reference entered on 
that day by Judge Watkins. The first meeting of creditors was held in Parkers- 
burg, W. Va., on the 16th day of February, 1953, and Lawrence M. Ronning was 
appointed trustee. On November 10, 1953, the trustee filed a petition in which 
he reported that certain household furniture had been mortgaged to the House- 
hold Finance Corp., as security for a note in the original amount of $204.38, but 
that said mortgage was not recorded prior to bankruptcy and therefore did not 
constitute a lien. The trustee further reported that his examination of the 
furniture involved showed it to be in a very dilapidated condition, not worth 
more than $25, and asking to sell all of his right, title, and interest in and to it 
to the bankrupt for the sum of $25. After notice and hearing, an order was 
entered on November 25, 1953, authorizing the sale. The only other property of 
the bankrupt, which was sold, consisted of a power saw that was sold for $22. 
A 1941 Buick sedan was abandoned to a lien creditor because the lien exceeded 
the value of the ear. The rest of the assets, consisting of clothing, a rifle, and 
wages, were set apart to the bankrupt pursuant to his exemption claim. The 
bankrupt was discharged by order dated March 16, 1954. 

Total realization out of this estate, amounting to $47, was distributed as 
costs to the clerk and trustee. Nothing was available for payment on unsecured 
claims, one of which was filed by Household Finance Corp., of Parkersburg, W. 
Va., in the amount of $204.38. The case was closed and transmitted to the clerk 
at Fairmont, W. Va., on June 15, 1954. 

We are in receipt of a letter from the bankrupt mailed at Fort Neal, W. Va., 
on March 24, 1955, in which he advised that suit was instituted against him on 
February 9, 1955, by the Household Finance Corp. “for a wrong and a false 
statement in writing.” He further advises that he employed Mr. R. E. Bills, 
an attorney, of Parkersburg, W. Va., to defend him but “in spite of all he did 
they got judgment against me.” In his letter, Mr. Edwards, the bankrupt, said 
that he would like to talk to me when I was in Parkersburg, and I had hoped 
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to be able to talk to him on the occasion of my last trip to Parkersburg on May 16, 
1955. However, my hearings on that day were more time-consuming than usual 
and I did not get through until.about 5:30, and did not talk to Mr. Edwards. 
Very frankly, I believe you will agree with me that, in view of the information 
recited above, there is nothing that I can tell Mr. Edwards that would be of any 
assistance to him, nor is there anything that I can do as the judgment taken 
against him, prior to his letter to me, because final 10 days after it was rendered. 

It is my intention to try to contact. Mr. Edwards on the occasion of my next 
trip to Parkersburg, which will be in about 2 weeks, even though I recognize 
that it will be a futile gesture. 

I sincerely hope that the above information is sufficiently complete and re- 
sponsive to your inquiry to allow you to answer Senator Kilgore’s inquiry, but if 
you need any additional information, I will be very glad to try to furnish it 
upon request. 

With kindest personal regards, I remain 

Sincerely yours, 
THOMAS H. DUVAL, 
Referee in Bankruptcy. 


UNITED STATES District CoUuRT 
FOR THE NORTHERN DISTRICT, 
Wheeling, W. Va., June 21, 1955. 
Re Arnett Blackburn Edwards, Bankrupt, in Bankruptcy No. 487-F. 


ADMINISTRATIVE OFFICE OF THE UNITED STATES CouURTS, 
Supreme Court Building, Washington, D. C. 


(Attention: Hon. Edwin L. Covey, Chief of the Division of Bankruptcy.) 


Dear Siz: Bankruptcy hearings were held in Parkersburg yesterday, June 
20, and at that time I talked to Mr. Edwards at some length. 

He advised me that Mr. R. E. Bills, his attorney, was actually present at the 
hearing in the suit instituted by Household Finance Corp. against Mr. Edwards 
in the justice of the peace court. In spite of the defense presented by Mr. 
Edwards and his attorney, judgment was rendered against him and in favor of 
the plaintiff, Household Finance Corp. As indicated in a previous letter, this 
judgment became final 10 days after date of rendition in the absence of an ap- 
peal during the 10-day period. 

During my conversation with Mr. Edwards, he impressed me as being a 
conscientious and hard-working individual without too much education. I 
gained the very definite impression that the suit was instituted and prosecuted 
on the theory that the obligation owing to the plaintiff was not affected by a dis- 
charge in bankruptcy. Mr. Edwards mentioned that he had signed various 
papers at the time the loan was completed, and it is my assumption that one 
of the papers signed by him was a financial statement which was incomplete, 
and that this formed the basis for the suit against him. 

It is my understanding, although I am not in a position to prove it, that 
quite a few small-loan companies, who have allegedly false financial statements, 
do not file objections to the discharge of a bankrupt, but on the contrary allow 
the bankrupt to obtain his discharge and then proceed against him in a justice 
of the peace court, using the false financial statement as proof that the obliga- 
tion owing to them was incurred by false pretenses or false representations 
to them by the bankrupt. Undoubtedly, this same practice is followed in many 
sections of the country as so many of the small-loan companies operate on a 
multistate basis. 

Mr. Edwards expressed his appreciation for the opportunity to discuss the 
matter with me, even though I was not able to suggest any relief from the 
situation in which he presently finds himself. 

If you have any further inquiries in connection with this matter, please do 
not hesitate to write as I will be very glad to attempt to obtain any further in- 
formation which you desire. 

With kindest regards, I remain, 

Sincerely yours, 
THoMAS H. DUVAL, 
Referee in Bankruptcy. 





t 
I 


oe 


ys —-—  -- 


~- et 


>= rr 


a - —_— 4 ~ — — ——  P ewe 


~~ 


nn 


se U@iwwaePw- 


ct 


we 
- 


os 


eS“ a2 


1e 
ie 


lo 


BANKRUPTCY 57 


Unttrep States SENATE, 
COMMITTEE ON THE JUDICIARY, 


August 2, 1955. 
Hon. EpwIn L. Covey, 


Chief of Bankruptcy, Administrative Office of the United States Courts, 
Washington, D. C. 


Deak Mr. Covey: Thank you for your letter of July 8, 1955, relative to the 
bankruptcy proceedings of Mr. and Mrs. Arnett Blackburn Edwards in the 
Northern District of West Virginia. 

I had, of course, hoped that some relief could be afforded these people but your 
letter, of course, sets out the facts and the law to the extent that there appears 
to be no remedy for them. The matter, however, has opened up a field about 
which I am deeply concerned. It would appear that the question as to whether 
the Bankruptcy Act should be amended in order to give the bankruptcy court 
the right to determine the effect of a discharge is, in my opinion, worthy of 
consideration. 

It is my understanding that a committee of judges dealing with bankruptcy 
matters will meet next month prior to the meeting of the Judicial Conference of 
the United States. 

It is my request that you bring this matter to the attention of that committee 
and to the Judicial Conference of the United States in order that such recom- 
mendations may be made to alleviate the problem in the future in which Mr. 
and Mrs. Edwards find themselves at this time. 

Your cooperation in this matter is sincerely appreciated. 

With kindest regards, I am 

Most sincerely yours, 


H. M. Kireore, Chairman. 


ADMINISTRATIVE OFFICE OF THE UNITED STATES COURTS, 
Washington, D. C., September 10, 1956. 


MEMORANDUM FOR THE BANKRUPTCY COMMITTEE 


Re: Item VI (3) of the proposed agenda; namely, to amend sections 2, 11, and 
14c of the Bankruptcy Act so as to give the bankruptcy court jurisdiction 
to determine the dischargeability or nondischargeability of provable 
debts. 

This proposal, at the request of Senator Kilgore, former chairman of the 
Senate Judiciary Committee, was submitted to the bankruptcy committee in my 
memorandum of September 8, 1955, a copy of which is attached with enclosures 
for the information and convenience of the committee. 

I shall not attempt to cover again in this memorandum the matters discussed 
there nor refer particularly to the articles enclosed. 

At the meeting of the bankruptcy committee in Washington on September 16, 
1955, this matter was considered. The committee reported as follows: 

“The committee was sympathetic to the proposal in general but feels that no 
recommendation should be made to the Conference until specific legislation on 
the subject is drafted.” 

Since that time Senator Kilgore has passed away but there seems to be con- 
siderable interest in the proposal in both Houses of Congress. On May 31, 1956, 
Congressman Celler, chairman of the House Judiciary Committee introduced a 
bill (H. R. 11543) which would authorize the courts of bankruptcy to determine 
the dischargeability or nondischargeability of provable debts. A copy of the 
bill is attached. Congressman Celler has requested that it be brought to the 
attention of the bankruptcy committee and the Judicial Conference at its next 
meeting. 

H. R. 11548 would amend sections 2a, 11, and 14 of the Bankruptcy Act. As 
to section 2a, it would add at the end of the section as subparagraph 22 a new 
grant of jurisdiction to the courts of bankruptcy to “determine the discharge- 
ability or nondischargeability of all provable debts” and would further provide: 
“If a case is reopened solely for the purpose of determining such dischargeability 
or nondischargeability, no additional filing fee shall be collected.” 

In 1956 over 50,000 voluntary straight bankruptcy proceedings were filed, 
most of them by “employees.” This is more than 80 percent of all cases filed. 
In practically all of these the principal purpose of the proceeding is to relieve the 
bankrupt of the burden of his debts by way of a discharge and thus “rehabili- 
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tate” him financially. To be most effective it would seem logical and desirable 
that the bankruptcy court should determine not only the bankrupt’s right to a 
discharge but the effect of it. Mr. Linn K. Twinem, of New York, in an article 
published in volume 21, Referees’ Journal, page 33, October 1946, put it this way, 
“Indeed, as I indicated at the beginning, it would seem to be a strange form of 
decree which must be taken to another court for an interpretation of its effect. 
Doesn’t it seem peculiar in the law for a court to say, ‘I hereby grant you a 
decree, but you must take it to some other court to ascertain the extent and type 
of relief that I have given’?” 

While it is true the authority to determine the effect of a discharge presumably 
exists as stated in the case of Local Loan Co. v. Hunt (292 U. 8. 234), nevertheless 
because of its restriction in that case to “unusual circumstances,” it has not been 
expanded to meet the needs of the present. Referee Brink, of Los Angeles, in an 
article published in volume 28, Referees’ Journal, page 92, July 1954, comments 
that the time may be at hand to review these rulings. It is his view that if the 
bankrupt is legally deserving of a discharge he ought to be sent forth with a com- 
plete and final release against his discharged creditors. 

The second sentence of the proposed addition to section 2a would make it 
possible for the bankrupt or a creditor to secure a determination of the dis- 
chargeability of a particular debt by reopening the case without the payment 
of an additional $45 filing fee now required. This is to meet the situation that 
is arising constantly around the Nation where a creditor stands by until after 
the discharge is granted and the case closed and then brings suit on his claim 
in a court foreign to the bankruptcy court. By that time the referee has lost 
jurisdiction and can acquire none unless the case is reopened and rereferred to 
him. The payment of another filing fee of $45 is often a real hardship on the 
bankrupt. Creditors know this and also know they have at least three chances 
to win: (1) by default for failure of the bankrupt to plead his discharge thinking 
the debt has been actually released; (2) by harassing and coercing the bankrupt 
into payment or settlement through numerous continuances and the like, credi- 
tors know that after the bankrupt had laid off work 4 or 5 days he is ready to 
talk settlement; and (3) by trial of the issue of fraud before a court foreign 
to and often unsympathetic with the bankruptcy court. All this involves ex- 
pense to the bankrupt which he cannot afford. The same sort of tactics may be 
employed by unscrupulous creditors while the bankruptcy proceedings are still 
pending, particularly by creditors who have an alleged “materially false state- 
ment in writing” which they can use as a ground for objecting to the discharge 
of the bankrupt. Often no real fraud exists but rather than take a chance on a 
complete denial of his discharge the bankrupt will “renegotiate” his obligation 
with a small loan company, for example, with all the “refinancing charges, serv- 
ice charges, and add-ons.” 

I am told that in some of the metropolitan centers there are those who make it 
their business to bring suits on claims known to have been discharged in bank- 
ruptey. They operate about as follows: (1) they will ascertain that a bankrupt 
is again gainfully employed; (2) they will obtain a list of creditors from the 
schedules of the bankrupt on file with the clerk of the court; (3) they then 
secure an assignment of the account from the creditor without paying anything 
for it with the understanding that one-half of the net recovery will be paid to the 
creditor ; (4) next they bring suit in a justice of the peace court and then proceed 
to harass the debtor as above indicated. I am informed that a Federal court 
recently granted a judgment against a creditor for harassing a bankrupt after a 
discharge had been granted. The judgment was for $35 actual and $1,000 puni- 
tive damages and was paid without appeal. The case was decided on the theory 
of malicious prosecution, the court commenting on the fact that while a discharge 
in bankruptcy is an affirmative defense to be pleaded by the bankrupt it would 
not give the creditor the right to harass and maliciously abuse the bankrupt by 
threats, suits, and garnishments when it knew the debtor had secured a discharge 
in bankruptcy. Following this the creditor, angered by the judgment, proceeded 
to have the bankrupt arrested for giving a worthless check. He was threatened, 
incarcerated, and otherwise mistreated. All this happened after the discharge 
was granted. A second suit is now pending against the creditor for malicious 
abuse of process for which additional amounts of $50,000 actual and punitive 
damages of $100,000 are claimed. I mention these things to show what I believe 
is going on in many parts of the country and it is likely that Congress will do 
something toward correcting it in the near future. 
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Section 2 of H. R. 11548 amends section lla of the Bankruptcy Act. . That 
section how reads as follows: 

“A suit which is founded upon a claim from which a discharge would be a 
release, and which is pending against a person at the time of the filing of a 
petition by or against him, shall be stayed until an adjudication or the dismissal 
of the petition ; if such person is adjudged a bankrupt, such action may be further 
stayed until the question of his discharge is determined by the court after a 
hearing, or by the bankrupt’s filing a waiver of, or having lost, his right to a 
discharge, or, in the case of a corporation, by its failure to file an application for 
a discharge within the time prescribed under this Act: Provided, however, That 
such stay shall be vacated by the court if, in a proceeding under this Act com- 
menced within six years prior to the date of the filing of the petition in bank- 
ruptcy, such person has been granted a discharge, or has had a composition 
confirmed, or has had an arrangement by way of composition confirmed, or has 
had a wage earner’s plan by way of composition confirmed.” 

As will be observed this injunctive power extends only to a suit “which is pend- 
ing against a person at the time of the filing of a petition by or against him.” 
While the broad equitable powers of the bankruptcy court might be sufficient to 
stay a proceeding started after bankruptcy until the dischargeability or nondis- 
chargeability of the claim in question is determined, it seems wise to so provide 
specifically and the proposed amendment does this. 

Section 3 of H. R. 11543 removes clause 3 from section 14c. This section and 
clause now provide “the court shall grant the discharge unless satisfied that the 
bankrupt has * * * (3) obtained money or property on credit, or obtained an 
extension or renewal of credit, by making or publishing or causing to be made or 
published, in any manner whatsoever, a materially false statement in writing 
respecting his financial condition: * * *.’ 

This section enumerates the grounds for a complete denial of the bankrupt’s 
discharge. This section is more drastic and far reaching than section 17 which 
defines the kinds of liabilities that are not discharged even though a general 
discharge is granted. The comparable provision in section 17 is found in subsec- 
tion a (2) and reads as follows: “A discharge in bankruptcy shall release a 
bankrupt from all his provable debts * * *, except such as * * * (2) are liabili- 
ties for obtaining money or property by false pretenses or false representa- 
tions * * *.” 

Two principal objections are made to section 14c (3): (1) the penalty of 
complete denial of a discharge where credit has been obtained from one or 
more creditors upon a materially false statement in writing is too severe—there 
can be no question that a liability created by the extension of credit in reliance 
upon such a statement should not be discharged, but to deny a complete discharge 
as to all other claims created without any knowledge whatever of the issuance 
of such a statement to some third party creditor goes too far, and (2) the 
“windfall” benefit to the creditors whose debts were created without any 
knowledge whatsoever of the false statement and without any participation in 
the proceeding looking to the denial of the discharge cannot be justified. 
Furthermore, section 14c (3) when it was adopted originally in 19083 was intended 
to cover “business” financial statements given to a credit reporting agency and 
by them distributed to its members as a basis for mercantile credit given usually 
by a wholesaler to a retailer located in another city. The present day so-called 
financial statement given to a small loan company was unheard of in those days. 

For a complete discussion of the proposal to repeal section 14e (3) see the 
enclosed article by Referee Friebolin entitled, “Reexamination of Section 14c 
(3).” 

It is now the more or less usual practice of a small loan company having an 
alleged false financial statement in writing, to stand by and permit the dis- 
charge to be granted and then sue in the State court alleging that their debt 
was not discharged. In an effort to meet this situation Congressman Denton, of 
Indiana, introduced a bill, H. R. 8966 (84th Cong.), the effect of which would 
be to require a person who claims his debt to be nondischargeable under section 
17a (2) because founded in fraud, to object to the bankrupt’s discharge or be 
bound by it thereby waiving his claim of fraud. This undoubtedly would increase 
the number of objections filed to the bankrupt’s discharge and if successful, 
magnify the harshness of a complete denial of the discharge. This bill does 
not seem to meet the entire problem satisfactorily. 
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If the amendments contained in the Celler bill, H. R. 11543, are enacted into 
law, it will result in the extensive use of what is now referred to as a “split 
discharge.” Such an order of discharge would grant a general discharge to the 
bankrupt of all his debts in the usual language except certain described obliga- 
tions listed therein. This would dispose of the dischargeability problem in the 
bankruptcy court and would be res adjudicata. Should a suit be instituted to 
collect a discharged debt the bankruptcy court could, upon petition of the 
bankrupt, reopen the case without the payment of an additional filing fee and 
grant an injunction against the prosecution of such suit. This would be a 
quick, direct, and inexpensive determination of the problem. As a matter 
of fact, some referees, I am informed, have been granting “split discharges” 


but there is considerable question in the minds of most referees whether such 
a procedure is proper. 

The views of the Bankruptcy Committee with regard to H. R. 11543 would be 
most helpful in determining the course to be followed by the Administrative 
Office with regard to this bill. 

Respectfully submitted. 


Epwin L. Covey, 
Chief of Bankruptcy. 

Senator Carrot. Senator Ervin, go right ahead. 

Senator Ervin. As a matter of fact, most all of the claims that are 
involved in bankruptcy proceedings are contract claims, are they not? 
Mr. Grestin. I would not say the majority are contracts; no sir. 

Senator Ervin. You would not? 

Mr. Grestin. Myself—Referee Wolfe might be able to answer that 
in a different way. That is an oral contract. 

Senator Ervin. Most claims that are involved in bankruptcy cases 
are claims which arise out of the sale or the purchase of goods. 

Mr. Geestrn. Yes. In that way, yes. 

Senator Ervin. I would say from my experience—I was just pick- 
ing a figure out of the air—I would say probably 95 percent of them, 
pretty near. 

Mr. Grestrn. I can hardly imagine a claim, except in some of these 
peculiar situations, that does not. 

Senator Ervin. How did Congressman Denton say his client was 
being harassed ? 

Mr. Gerestin. Well, to be frank with you, I hardly can recall just 
what he did say about that. Whether he was being sued, dunned, 
threatened, or what, I cannot say. 

Senator Ervin. Don’t you know as a matter of procedure that the 
pleading of a discharge in bankruptcy is a very simple thing? All 
you have to do is get a certified copy of the record in the Federal court 
and then interpose it in the case, and the court in which the case is 
tried accepts the record with a seal on it as being valid. So there is 
no issue involved as to the granting of the discharge in bankruptcy, 
and it is a whole lot easier to write up there and get it sent down by 
a 3-cent postage stamp than it is to go up there and have the original 
records printed. 

So if a man wants to plead a discharge in bankruptcy, he pleads it, 
gets a certified copy from the clerk of the Federal court or the bank- 
ruptcy court, and then the judge who tries that case takes that thing as 
being in writing; he construes it; and all he needs to do ordinarily as 
far as the court records in the Federal court. are concerned is to get 
a certified copy, then read the statutes, and then the only question is 
on these excepted cases which require oral testimony of witnesses who 
are usually down at the place where the State court sits. 
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Now, in the first place, there is probably no difficulty about the mat- 
ter because, under every system of law that prevails, interpretation is 
for the judge. And the issuance of certified copies is admissible in 
evidence in every court of the United States, the records of the Federal 
courts. 

Now, this thing to me—I don’t see why Congressman Denton—if 
it had been my client, I would write him and tell him I wasn’t going 
to pay the claim. It had been discharged in bankruptcy, and for him 
to sue. 

Here is another thing that you say in the statement of Mr. Covey, 
that over 85 percent of all the bankruptcies in the United States in- 
volved debtors who have no assets left or virtually no assets left. 
Now, I practiced law for a long time, and whenever they came to me 
to sue a beggar I said if they do, they catch a louse. Lawyers do not 
bring suit against people who have no assets. It seems to me that we 
have conjured up a whole lot of nonsense about this bill because there 
is no difficulty. The judge interprets the thing, and State judges are 
pretty competent people. All you need is a certified copy of the dis- 
charge in bankruptcy and an act of Congress which deals with excep- 
tions that come before the court every day, and we just are taking 
what has heretofore been simplicity and are complicating simplicity. 
That is all this section is doing, because the people do not sue paupers. 
They do not waste their money getting counsel to bring suits against 
paupers. And that is what the 85 percent of these people, according 
to the statement, are, and we are taking 85 percent that are trouble- 
some cases out from where the discharge would be effected. And I 
believe Mr. Wolfe agreed with me a while ago that about 95 percent 
of all your claims that are involved in bankruptcy proceedings are 
contractual claims. 

Mr. Wotre. May I add, sir, I hope you have not misunderstood the 
effect of the amendment to section 3, which provides that the discharge 
will be granted to the 85 percent, whether they gave false statements 
or not. 

Senator Ervin. Yes. 

Mr. Wo re. But, nevertheless, even the 85-percent cases, the indi- 
vidual creditor could still sue the bankrupt because his particular 
claim would not be affected by the discharge. So that in 100 percent 
of the cases these suits are apt to come up, and, of course, I would 
follow up further 

Senator Ervin. That would exist, regardless of whether the juris- 
diction was in the Federal court or State court, because it would be 
just merely a matter of interpreting that law. 

Mr. Wotre. Yes. In other words, the creditor and the bankrupt 
will have to thrash it out some way, whether in bankruptcy court or 
in the State court. 

Senator Ervin. I am interested in this thing. What does it do to 
people down in the courts where justice is administered and not con- 
cerned with theory up in the ivory towers? From my experience, 
I practiced law from 1922 until I was foolish enough to come to the 
Senate, and I never heard a single complaint about this whole matter. 
And the superior court judge—when I was a superior court judge 
I held court in about 50 counties in North Carolina. 
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Mr. Gerstin. Sir, in connection with this, Mr, Wolfe’s statement 
as to the need for this, I cannot necessarily agree with that in light 
of the action that the conference has taken and in light of Mr, Covey’s 
knowledge gained by his travels throughout the country in bank- 
ruptcies. 

r. Wolfe happens to come from an area where very few bank- 
ruptcy cases are filed annually as compared to with a lot of our other 
districts. I do not know whether he has a garnishment law in Penn- 
sylvania. If he does, it must bea very high one. 

Mr. Wotre. We have none atall. 

Mr. Gerstin. So naturally he does not see the need of this as some- 
one would in Birmingham, Ala., where thousands of cases are filed 
annually, or in Detroit or in Chicago. 

Senator Ervin. I do not see where the merchant gets—if he is dis- 
charged in bankruptcy, he can get a certified copy of the discharge a 
whole lot cheaper than he can go to some Federal court and ceed 
it in the case because you cannot do anything with him until you have 
got him sued. 

Mr. Geestin. That is true, sir, but it is believed, and I believe— 
when Mr. Covey gets back, we can get up some information to sup- 
port what we have said, that debtors are being harassed. 


Senator Carroiu. When will Mr. Covey return ? ( 
Mr. Gerstrn. The latter part of this week, Friday, I believe. He 
travels a lot and knows more about what is going on than I do. I do 
know of one case—I forget the name of the case right now—a few 
years ago since this thing commenced going, out in Missouri, I believe. 
A debtor, after he obtained his discharge in bankruptcy, was harassed 
by a creditor and finally the Federal court took jurisdiction over the é 
matter and found that the debt was properly discharged and fined J 
the creditor $1,000 on the basis of malicious prosecution. s 


That was done 3 or 4 years ago. That is one case I know of that we 
have and there have been some others, not that harsh. 

Senator Ervin. But your remedy would take and impose a lot of 
harassments and trouble by statute because in cases where there was a 
serious question, you would have to take them into the Federal court 
under subpena. I think the remedy that you propose is worse than 
the disease. 

Senator Carrotu. I think I ought to say for the record here that I 
have a letter dated May 15 by Mr. Edwin L. Covey, Chief of Bank- 
ruptcy, and he said that because of prior official commitments, it 
would not be possible for him to attend the hearing on this. He 
expects to return to Washington not later than Thursday, May 29. 
I don’t know how long we will be in session, but with the approval " 
of the subcommittee, we will give Mr. Covey a chance to be heard ! 
because I have been thumbing through the hearings on this bill before A 
the House of Representatives and I find some very fine statements, | 
and I merely make the suggestion that those who are interested in . 
this legislation prepare statements and sort of prepare their cases to cl 
give us some evidence upon which we can act. ’ 

I find a very fine statement here from the chairman of the House d 
Judiciary Committee, the very able Congressman from New York, . 
Mr. Celler, and with the approval of the committee I think we may 
call him. He may have information, too, because really what we - 
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want to do is find out if there is a practice which is prevailing among 
this 85 percent as a result of harassment and coercion that there has 
been in some way a weakening of the National Bankruptcy Act, and 
the congressional policy. re 

Then, after we make that determination, we can go into the very 
able, very excellent issue that has been presented by the Senator from 
North Carolina. 

Do you have any comment to make at this time? 

Mr. Geestin. No, sir. 

Senator Carrot. I suggest to the Senator from North Carolina 
that we go to lunch and take up about 2 o’clock. Is that satisfactory ? 

Senator Ervin. I think it is time to unhitch and get some “vittles.” 

Senator CarroLu. We will stand in recess until 2 o’clock. 


(Whereupon, at 12:35 p. m., the hearing was recessed to reconvene 
at 2 p. m., the same day.) 


AFTERNOON SESSION 


Senator Carrot. Is Mr. Schiller here? 

The committee will come to order. 

Before Mr. Schiller proceeds, Mr. Geeslin, had you presented your 
evidence in full ? 

Mr. Geestin. Sir, I submitted about everything I had, and I be- 
lieve you indicated in the record you would leave the hearing open 
for Mr. Covey also to make a further statement for us to submit 
further evidence as to the need of our bill. 

Senator Carrotu. I think, under the circumstances, it would be 
advisable for Mr. Covey—we will let him know in time, and I hope 
you will convey to him as much information as he has which will 
substantiate the need for this type of legislation. 

Iam sure the committee would like to have it. 

Mr. Grestin. Yes, sir. 

Senator Carroty. Thank you, Mr. Geeslin. 

(The material referred to above may be found on beginning of 
p. 15 of the hearing conducted May 21, 1958; and beginning on p. 195 
of the hearing conducted June 18, 1958.) 

Senator Carrotu. Mr. Schiller, you may proceed. 


STATEMENT OF SYDNEY S. SCHILLER, ATTORNEY AT LAW, 
CHICAGO, ILL. 


Mr. Scuitier. My name is Sydney S. Schiller. I am an attorney 
at law from Chicago, Ill. I represent the Chicago Retail Credit 
Association, and we are very much concerned about the Bankruptcy 
Act, and its application. 

n the question of House bill 106, we are for the particular bill 
except that we are against section 2 of the bill which would give ex- 
clusive jurisdiction to the Federal court in that the proceedings there 
would be cumbersome and most of our claims are small, under a hun- 
dred dollars, and it would be an imposition on the Federal court to 
undertake adjudication of so many small claims. 

The remarks have been made by several of the counsel to change 
section, subparagraph 2 of section 4, by limiting the application of 
that section only to people engaged in business. 
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That, I think, would be a serious fallacy. It was stated here that 
85 percent of the bankruptcies in the country are wage earners, and 
that should not apply to them. 

May I state here that 93 percent of the bankruptcies filed in the 
northern district of Illinois, the Chicago area, are wage earners, and 
to give this large number of people a license to obtain money or goods 
under false pretenses, and not to make them equally responsible to a 
person engaged in business would be setting two standards of morals, 
one for — in business and one for people who are not in business. 

I think there may be a constitutional question. I do not think it 
is the intent of this body to say, because you are not engaged in busi- 
ness, you can go out and make all sorts of misrepresentations, fraudu- 
lent statements, in order to get goods, wares, merchandise, and money. 

Now a remark was made y one of the gentlemen to the effect that 
that applies principally to loan companies who get 3 percent per 
month. 

Well, I represent close to 75 merchants who sell on the installment 
plan, who get no 3 percent per month. These merchants are just as 
much hurt by a fraud committed on them as any manufacturer who 
may be hurt by a false statement from a dealer, and it would be unfair 
to nee money to be taken from him or goods to be taken from him 
and not have the equal remedies that the man engaged in other—the 
other man engaged in commerce may have. 

I think, I am not a bankruptcy lawyer, I do not profess to be a 
specialist in bankruptcy, but I think, after listening to the statements 
bythe various learned counsel in bankruptcy, I think that there is 
something seriously lacking in this particular hearing, which I think 
is a situation that involves the entire country at large, and that is 
~~ earner bankruptcies. 

hree or four years ago there was no problem of wage-earner bank- 
ruptcy. There were just few and far between, but in the last 2 or 3 
years, they have been growing. In our district, there will be approxi- 
mately 10,000 wage-earner bankruptcies filed this year. 

It is bad publicity in a country of ours that will have perhaps 100,000 
wage-earner bankruptcies and I have been told that in this country 
people go bankrupt, they are stripped of all their wealth and belong- 
ings, and they are starving, and so forth, and witness here is a report 
from a committee that states 100,000 or 10,000 in a particular area 
went broke or went bankrupt. 

The problem has been recognized by the Judiciary Committee in 
their Bankruptcy Committee, in their meeting of February 24, 1958, 
which was approved by the Judicial Conference at its March 1958 
session, and it said, “Your committee is of the opinion that means 
should be devised to bring about a greater utilization of chapter 13, 
its wage-earner plan, in appropriate cases.” 

Now, in our district,I think in 1957, only, 25 or less than 25 wage- 
earner plans of chapter 13 were filed, and I think only 5 were success- 
fully concluded. 

By doing that, I mean by permitting 10,000 people to go bankrupt 
in amounts varying from $500, more than 75 percent are under $2,000, 
and even those can be graded down because a good number of those 
claims are deficiency judgments which are padded, and if adjudicated 
by a referee in bankruptcy, could be scaled down to a realistic figure, 
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and perhaps the bankruptcy, or the debts, would not total any more 
than $1,200 or $1,500. 

It is very rare that you see a bankrupt wage earner with more than 
$2,000 more than liabilities. 

It has been my experience that these bankruptcies have been filed 
by lawyers who are more concerned with getting as fast a relief as 
they can for a bankrupt or a man who finds himself insolvent and 
harassed with garnishments and wage assignments, and I think he is 
entitled to some relief from oppression. 

But I do not think that the procedure that has been found, the cure- 
all, the magic wand, the immediate declaring of the man bankrupt and 
exposing him to the stigma of bankruptcy, giving him the—the com- 
munity—because it is spreading around widely and quickly, that you 
do not have to pay your bills. All you have to do is see a certain 
lawyer, and he will get you discharged in bankruptcy, and then you 
can start running up bills again. 

I think that seriously affects the moral fiber of our citizens, es- 
pecially in the lower fringe of income, and makes them feel that they 
can cheat, commit frauds, and basically, they are all honest people, 
and I think that the committee, the Judiciary Committee had this to 
say: 

We think there can be no doubt that a procedure by which a debtor who is 


financially involved and unable to meet his debts as they mature over a period 


of time, works out of his involvement and pays his debts in full is good for his 
creditors and good for him. 


It certainly will be a source of satisfaction to the debtor and no doubt an en- 
hancement of his moral fiber and character if such payment can be effected. 

Now we have this situation. This fellow finds himself where— 
now these people are not people out of work. They go into bank- 
ruptcy because they are working. They are receiving an income. 
They want to protect their salary from garnishment or wage assign- 
ment. ‘They run to their attorney, and he throws them into bank- 
ruptcy. They do not gain, because the costs of bankruptcy are pretty 
high in the Chicago area, and they pay. They have to pay off their 
attorneys on an installment basis for which the attorney as a rule gets 
a confession note, a wage assignment, and then the attorney chases 
him for his fee for a period after that until he is fully paid on the 
installment. 

Senator Carroti. What is the cost of bankruptcy in Chicago? 

Mr. Scuitter. Well, the filing fee is $45. The average bankruptcy 
is commenced by a pauper’s petition in which an $8 fee is paid, and 
then the balance is paid off over a period. 

The lawyers receive, as a fee, $250 to $300, more or less depending 
upon the particular attorney. 

a money, as a rule, is paid over a period of time, so much per 
week. 

Now, perhaps over a somewhat longer period, this man could usa 
this money, or a good portion of it, to pay off his creditors, and there- 
by solving many of the questions that I have heard discussed here. 
Whether he obtained his goods or loan by fraud would be resolved by 
a chapter 13 proceeding where he would pay all his creditors. 

I have a suggestion to make which is a new bill, in which my sug- 
gestion is that the Bankruptcy Act be amended that no wage earner, 
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as defined under this act, shall be declared a bankrupt until he has 
first filed in good faith a plan for payment of his creditors under 
chapter 13 of the Bankruptcy Act and said man has failed to receive 
oppreret 

y doing that, the creditors will have an opportunity to express 
themselves, to see whether or not they will go along, and the debtor 
will have an opportunity to, perhaps, work out in his own way a 
method of payment of so ih per week in order to liquidate his 
claims over a period—he has a period under the law of 3 years in 
which to pay off these obligations. 

And in that way, the debtor will not be hurt. As a matter of 
fact, he will have the confidence and the feeling that he has not gypped 
anyone, that he has met his obligations, he has paid his debts in full, 
and the creditor, on the other hand, the small-business man would not 
have to suffer the loss of substantial sums of money which is mounting 
from year to year because of these unnecessary bankruptcies. 

We must understand this fringe of people are never wealthy people, 
never prope with assets, and when they go broke, or they file petition 
in bankruptcy, they have no assets. They live by their salaries. I 
do not think the Bankruptcy Act was ever contemplated for these 
wage earners. 

However, it is used; but I think there is an abuse of the Bank- 
ruptcy Act, and the correction of the abuse may be made by this 
particular amendment that I suggest. 

I also have one more suggestion for an amendment to the Bank- 
ruptcy Act which may be unnecessary if the first amendment is passed, 
and that is that in wage-earner cases where assets of less than a 
thousand dollars, and I have not seen any with assets of anywhere 
close to $1,000, that the attorneys fees be limited to $725, except in 
cases where there is an unusual amount of work in which event the 
attorney may petition the court for an allowance of additional fees, 
and that the attorney and debtor, or bankrupt, shall, at the first meet- 
ing of creditors, present a statement under oath setting forth the fee, 
the amount paid to date, the amount, the method of repayment of the 
balance of the fee, and a copy of all documents which the debtor has 
signed in order to secure the payment of his attorney’s fees. 

That is important because many of these wage earners find them- 
selves they are no better off after the bankruptcy than they were, be- 
cause in a bankruptcy they are not being discharged on many items 
which they buy on conditional sales contract, and the fear of repos- 
session of a television or radio or a bed, they are going to reaflirm, 
and they become further obligated there. 

In addition thereto, there are many obligations to loan companies 
and companies where they have signed fraudulent statements. They 
reaffirm under those circumstances, and in addition thereto, they take 
on the added burden of paying their attorney’s fees and court costs 
over a period of time which is equally a burden to them. 

So the next step is this debtor will either flee or disappear, or 
secondly, we find him 6 months or a year later, filing a chapter 13, 
because he can no longer file a petition under the Bankruptcy Act. 

I believe that this financing of attorney’s fees will discourage the 
large number of filings, because it has become a lucrative practice of 
law in our particular jurisdictions, and I understand that it is existing 
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in New York, it is also in existence in Los Angeles, wherever you have 
these laboring and lower fringe employees, and that the financing of 
attorneys’ fees there, although I am basically against fixing attorney’s 
fees, I think it is a very important piece of legislation in order to 
discourage these—this tremendous number of filings, because as sure 
as we have perhaps 10,000 in our district this year, the following 
year, no matter whether there is full employment or partial employ- 
ment, or if we have prosperity or not, it is going to be increased be- 
cause it is the morals of the people, their minds are being—they are 
being educated to a condition or to a procedure or to a practice of 
getting goods, merchandise, and whatever they want, and then filing 
a petition in bankruptcy in order to wipe themselves out of debt. 

Senator Carrot. May I ask at this point, after a wage earner has 
been adjudicated once, may he take bankruptcy again ? 

Mr. Scuitier. After a wage earner has been adjudicated once as a 
bankrupt ? 

Senator Carro.u. Yes. 

Mr. Scuinier. Not within 6 years. 

However, what they have been doing is filing then under chapter 13, 
and then in order to get a deferment of his creditors. 

Senator Carrouu. I think you have indicated under section 13 with 
the great number of cases they had, there are very few filings under 
13. 

Mr. Scutiier. There are very few that is correct. 

Senator Carrott. So when you have a bankrupt wage earner who 
has been adjudicated a bankrupt, after that adjudication, he is then 
really wide open, is he not ? 

Mr. Scumuer. Yes. 

Senator Carroti. Have you heard of any movement in the country 
whereby they are advocating that some of these people, the creditors 
themselves, take bankruptcy in order that they cannot avail themselves 
of any law or any procedure for their protection after that for 6 
years 

Mr. Scutier. You mean the creditor recommending bankruptey— 
no, sir. 

I represent an association made up of 100 members, about 75 of 
whom are merchants, and we are against bankruptcy. We feel these 
people should pay their debts. We would be happy to work out a 
plan or program for deferred payment where we find they cannot 
meet their obligations, and we feel there should be first an oppor- 
tunity by the debtor, to first present a plan to say, “I cannot meet 
my obligations as they accrue. I want to restrain my creditors 
from pursuing me or pursuing my wages, and in return, I will do 
this. I will give 10 percent, or 20 percent of my income. I will 
deposit it to a trustee in bankruptcy over a period of so many months, 
or so many years, and let that go to my creditors in order to liquidate 
my obligations to them.” 

Senator Carrot. Now, programs based on your own experience, 
let us take this number of cases, I think you said 10,000 in a year. 

Mr. Scutuiter. There will be 10,000 filed this year. 

Senator Carrot. And those are wage earners? 

Mr. Scuiuuer. Yes. 

Senator Carroiu. Now, after they have been adjudicated by the 
bankruptcy court, how many cases have gone into a State court? 
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Mr. Scutiier. How many have gone into the State courts? 

Senator Carroitu. To enforce the claim of the creditor against the 
debtor who has been adjudicated. 

Mr. Scumiter. Very few. 

Senator Carroiu. Do you have any idea how many ¢ 

Mr. Scututer. No, but it isa 

Senator Carrott. What is the practice of the loan companies? 

We have heard some discussion today about loan emeeiaee or any 
association, any credit association. What is the practice ? 

Mr. Scuitier. The practice has been, in my observation, I do not 
represent loan companies, but I have been at the meetings of—the 
first meeting—of creditors, a loan company will come out and ask 
the question, “Did you sign this affidavit ?”, or this statement. “Is it 
true or false?” And after answering all the previous questions, he 
said it was false. 

Then the attorney will turn to the attorney for the bankrupt and 
say, “Here, he signed a false affidavit. I have to bring a fraud action. 
The thing for you to do if you want to avoid it, you reaffirm this 
obligation, or perhaps reaffirm part of it, and we will straighten the 
thing out and some arrangement is worked to pay it off.” 

Senator Carrotu. This is after adjudication ? 

Mr. Scumer. After adjudication. 

Senator Carrot. So the practice you have indicated, how fre- 
quently does that take place, would you say, under circumstances 
such as you have outlined ? 

Mr. Scuier. Well, I would not say it is in every case, but I have 
seen it from time to time, I would say maybe 10, 15 percent of the 
cases. 

Senator Carroty. You would say that would be a general case where 
that would be that sort of a statement, on a loan, under those—would 
you say that would be the general practice ? 

Mr. Scuitter. Well, I would not say, speak for the general practice, 
but those I have seen it does not—it has happened on occasion that the 
loan company I was able with an affidavit to get a reaffirmation. 

However, we who represent merchants all we have are conditional 
sales contracts in which we may have sold them a suit of clothes or 
articles for their home, a bed or mattress, or springs or furniture, and, 
of course, the articles are valueless to us and all we can do, we have the 
right to repossess them and in most cases we do not even bother re- 
eon them, once they are bankrupt, they are just bankrupt, that 
is all. 

Senator Carrotx. Let’s talk about this conditional sales contract be- 
cause I think it is very important. 

Mr. Scutiier. Yes. 

Senator Carron. I wish you would explain that a little more for the 
record. 

Mr. Scutuier. Yes. 

Senator Carrott. Remember this record we hope will be read by 
some folks and provide for some basis one way or the other. 

Let us take a TV set for example. 

Mr. Scutuier. Yes. 
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Senator Carrot. That would be listed in the bankrupt’s assets. 
Let us assume that he has still some payments to make. What would 
the creditor do in that case? 

Mr. Scuiiier. Well, the creditor at the first meeting of creditors 
or prior thereto will contact the attorney and say, “Now, listen, you 
want to keep the TV set or do you want to pay for it ?” 

And if the man wants to keep the TV set, they will work out a 
private agreement to reaffirm the balance due on the TV set and he 
will hold onto his TV set and keep it. 

Senator CarroLu. Well, let us assume he does not want to keep the 
TV set. 

Mr. Scuitter. If it is an article as large as a TV set, now, of course, 
I don’t run into that very often, then, of course, he will have—he 
has the choice of filing a reclamation petition in the Federal court, in 
the bankruptcy court or wait until the bankruptcy is over and file a 
conversion action in the State court. 

Senator Carrouu. The creditor, you mean ? 

Mr. Scuiuer. The creditor; yes. 

Senator Carrouu. I see. 

Mr. Scuitter. In most cases, however, in my experience, where you 
talk to the lawyer, he might—if there is a large balance due on it, he 
will say, “Go ahead and take the thing back and just return the 
article.” 

Senator Carroiu. Return the article to the creditor ? 

Mr. Scumer. To the creditor. 

Senator Carroiu. Let us go to some smaller article, we are talking 
now about wage earners. 

Mr. Scuitier. Yes. 

Senator Carroiu. Let us talk about almost anything, then, that he 
has purchased which has not been paid for in full and to which he 
does not have full title, would be subject to much the same treatment 
that you have outlined here with reference to the TV? 

Mr. Scuttier. That is right. 

Senator Carrouu. Insofar as he is concerned, whether it is a bed ora 
refrigerator or a TV or a davenport, a piece of furniture, he could not 
keep the property and still be absolved from paying what he owes 
on it? 

Mr. Scuutier. That is right. 

Senator Carroiu. So actually the wage earner, the debtor who is 
seeking relief, when he moves in, whether it is furniture, a refrigera- 
tor, TV, he lists that and in a sense he turns it over? He is going to 
be adjudicated a bankrupt, he is sort of shriven of all his property, all 
of his assets, is that a fair statement of it 

Mr. Scuitier. No, it is not. 

Senator Carrotu. I want you to correct me now because I am not 
testifying, I am putting questions so that you will clarify for the 
record. 

Mr. Scuitier. He does—in most cases, he will claim, of course— 
most articles that are sold that I represent the people on are not on 
conditional sales contract. They are on open account or on notes, or 
you have conditional sales contracts where a man has pots and pans 
or chinaware, or he has bought clothing. Well those things have no 
value at all, and even if he surrendered it to us, it means absolutely 
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wing. It is just they will go in and they will buy clothing for the 
whole family at Eastertime. 

We cannot take that back. It is of no value to the merchant. We 
want to see payment of that. We are willing to cooperate on that. 

Senator Carroii. I understand that. 

Now let us distinguish conditional sales from open accounts. 

Mr. Scumuer. Yes. 

Senator Carrot. If we talk about clothing, is that open account? 

Mr. Scuitier. Some merchants sell it on open account and some 
sell it, taking conditional sales contracts. 

Senator Carrou. If it is a conditional sale, what you try to do is to 
try to get him to reaffirm? 

Mr. Scuitter. That is right. 

Senator Carroty. What do you do if it is open account? 

Mr. Scutizer. Well, if he does not, let us say, reaffirm, we do not 
even bother taking it back because there is no use spending the money 
to get it back. 

Senator Carrot. I understand. 

Senator Ervin. Normally, on those things would he take them and ] 
claim them under the personal property exemption ? 

Mr. Scutiier. He could claim them for personal property exemp- 
tion. However, if we can prove ownership, which we never bother 
because it is not worth the costs or the time—— 

Senator Ervin. You mean the fellow on open account? . 

Mr. Scutiier. Oh, yes, open account; they claim it as an exemption. 

Senator Carrot. That is right, and in conditional sales they could 
not, if you had a conditional sales contract, because the title has not 
passed to them. 

Mr. Scuiiier. That is right. But it is not worth our while taking 
most of that stuff back. 

Senator Carrot. Just for the record now, what personal exemp- 
tion may a petitioner claim for himself ? 

Mr. Scuitter. A married man who is the head of a family may 
claim $400 worth of personal property, and for his family exemption. 

Senator Carrot. A single man can claim what? 

Mr. Scuttier. A single man is down to $100. That is in Illinois. 

Senator Carroiu. This is all very helpful. We have got conditional 
sales, we have got open accounts. Is there anything else you want to 
talk about that comes to your mind ? 

Mr. Scutiier. Any further questions I will be happy to answer. 

Senator Carroti. Because you are in the credit—representing the 
retail credit merchant ? 

Mr. Scutiier. That is right. 

Senator Carrott. And we want to find out how it works for them 
and what the situation is and I do not—Senator Ervin, did you have 
some questions? 

Senator Ervin. I wanted to say this: A bankrupt gets the same 
exemption, both in real estate and in personal property that the State 
law gives him, does he not? 

Mr. Scuttter. That is right. 

Senator Ervin. So in North Carolina, it would be a $500 personal 
exemption for everybody and $1,000 in real estate? 
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In case an article sold under a conditional sale or a chattel open a 
or these so-called lease agreements, if the bankrupt has paid a su 
stantial part of the purchase price, as a matter of practice, doesn’t 
the trustee ordinarily elect to take that and to pay or discharge the 
amount of the unpaid lien, and sell the property and use it as assets 
of the bankrupt for the benefit of general creditors ? 

Mr. Scuitier. As I said, there have been so many thousands filed, 
I have yet to see one where the trustee has taken anything over like 
that and sold it. It isnot done. 

Senator Ervry. It would be within his power, certainly ? 

Mr. Scuiuuer. Yes. 

Senator Ervin. If the article that was subject to the conditional 
sales contract or the chattel mortgage or these so-called lease agree- 
ments are of substantial value, and the bankrupt had paid a sub- 
stantial part of it, it would really be the duty to pursue that course, 
would it not? 

Mr. Scuitter. That is right. But in most of these cases no trustee 
is ever appointed—and because of the volume of work in our courts, we 
have 6, I believe, referees in bankruptcy with a daily call of upwards 
of 30 cases a day on their call, it just cannot be done. 

It is a very difficult task to handle. That is the reason for my sug- 
gestion that they file a plan for payment. 

Now, if they come in and say, “We cannot meet our obligations, my 
wages, I have 10 creditors or 5 creditors. I owe them $1,000 or 
$1,200,” which is about the average case, “one is garnisheeing my 
wages and the other has a wage assignment, and I need relief, I pro- 
pose to put aside $10 or $15 each week out of my pay to pay them 
off,” I think the debtor would be better off. 

He would not have the problem of repossessions. He would not 
have the problems of fraudulent statements on loans. He would not 
have the problem of being declared a bankrupt that perhaps he may 
want to go into business i on and then really he would need the 
benefits of the bankruptcy act and he would not be able to avail him- 
self of that. 

Senator Ervin. In my State, like Pennsylvania, Mr. Wolfe says 
in Pennsylvania we have no—we cannot garnishee a man’s wages ex- 
cept for taxes and a wage assignment is invalid, and is not the remedy 
for this condition in exempting the wages of people from garnishee 
process and wage assignments. 

In other words, there would be no occasion for them to file a peti- 
tion in bankruptcy were it not a fact that by the garnishee process or 
wage asignment, the man is threatened with deprivation of really the 
means of obtaining a livelihood for himself and his wife and children. 

Mr. Scuitier. That is true and that is the reason why if we file 
under chapter 13 and get a restraining order until he is given a 
chance to make a proposal for payment, he could liquidate all his 
obligations painlessly, because his obligations are generally in the 
thousand dollar class, and if he puts aside $10 a week in 2 years he 
would have it more than paid off, including fees. 

Senator Carrouu. I think Senator Ervin’s suggestion, at least this 
was 2 years ago, in handling some of these matters on garnishees, you 
would find that the debtor was in danger of losing his job because of 
the constant writs that are running against him and he would have 
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to be forced into bankruptcy court to save his own job, because of 
the nuisance to the employer. 

Mr. Souter. That is right. 

Senator Carrot. Now, I want to take you back to just 1 further 
thing there, to 1 further point. There is some testimony in this 
record about harassment and coercion, this is entirely away from 
your bill and I think you testified in your experience where you have 
seen creditors who have a note, and they can substantiate that this 
note was isued by virtue of some fraud. 

This is one of the statements in the record that was made, we will 
have additional testimony, I hope, on this subject; this is one of the 
purposes why the Judicial Conference recommended this bill be- 
cause they felt that there was some harassment and coercion. 

This brings me up to this point. Is it not true generally that in 
your association, any credit association, any creditor who wants to 
get his money back, and obviously there is certainly history in most 
cases before a man files for bankruptcy, of some, whether you call it 
coercion or an endeavor to collect a debt, and after he files for bank- 
ruptcy, to be adjudicated a bankrupt, isn’t there constant effort to 

et him to agree to pay this debt through one means or another be- 
Fore he is adjudicated ? 

Mr. Scutiter. I know of no general practice by anyone in our juris- 
diction that endeavors to collect after a man has been declared a 
bankrupt. 

Senator Carrot. Well, prior to the declaration of bankruptcy, but 
while the petition is pending, is there not an effort made to get him to 
make an adjustment of his debt ? ; 

Mr. Scuitter. Definitely. I mean the creditors are after him to 
try to collect one way or another. They feel they are entitled to their 
money and they are not getting it, call him in by letter or telephone. 

If they cannot collect that way, then they will serve a wage assign- 
ment or file garnishment proceedings. 

Senator Carrotu. And the purpose of that, of course, is to get their 
money and 

Mr. Scuttier. That is right. 

Senator Carroty. And if they can get a commitment from him, does 
it not take his claim out from under the purview of the bankruptcy 
statute? 

Mr. Scuttier. Well, if they can get him to pay his claim. 

Senator Carroiu. Not to pay his claim, but to obligate himself to 
pay this claim by virtue of this statement you said of the loans. 

{r. Scumier. That is before he is in bankruptcy. 

Senator Carrot. Yes. 

Mr. Scurizter. Well, once he goes through bankruptcy, however, he 
does away with his claim, because the first thing that a bankrupt or 
debtor does, immediately after he files his petition, minutes later, he 
gets a restraining order restraining all his creditors from proceeding. 

Senator Carroxy. That is right. 

Mr. Scuitier. From that time on, the creditor cannot proceed. He 
puts his claim, in most cases except where he has a conditional sales 
contract, in a bankruptcy file, and that is the end of it, because he is 
restrained, he cannot do anything until the man has been discharged 
in bankruptcy, and he does not do anything because there are too many, 
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in my conversation with collectors, they have too many claims against 
people who are not bankrupt to even bother with claims againsst 
people who are bankrupt because it is too difficult to collect against 
a fellow who is bankrupt already. 

He has nothing, and to pursue him and to pay court costs on a claim 
as to which there is a defense, would be useless litigation. 

Senator Ervin. That is the point I was trying to make on this thing. 
You say there are very few, you say there are very few suits on claims 
that antedate a bankruptcy proceeding where a discharge has been 
granted, because the creditor brings a suit he cannot bring it. 

Mr. Scuiuer. That is right. 

Senator Ervin. And he runs the risk of not only losing the fee that 
he pays his lawyer, but he runs the risk of being saddled with the costs 
of court ? 

Mr. Scuititer. That is right. There are court costs. 

Senator Ervin. And any creditor who would actually bring a suit 
to assert a claim which he knew or had reasonable ground to believe 
what is discharged in bankruptcy would be, well, a fool to put it 
mildly. 

ay eid It is putting good money after bad, is all I can say. 

Senator Ervin. Yes. 

Senator Carrotu. Do you know of any cases where there are—take 
the written instrument cases, where there is an evidence of fraud that 
is not presented to the referee in bankruptcy, but withheld to be taken 
advantage of later by separate suit ? 

Mr. Scuitier. Well, I have no way of knowing that and it has not 
come to my attention that any such suits exist. 

Senator Carrotu. You never heard of such a practice? 

Mr. Scuitier. I have heard, I have talked to Mr. Chapman who 
defends a number of these suits and he said he has had a number of 
suits filed and has been victorious in 4 out of 5, even though they sign 
a fraudulent statement. 

Senator Carroiu. Is there any doubt in your mind that many of 
these debtors who have been adjudicated, that the general impression 
among the rank and file of the people is that once they are adjudi- 
en they are absolved from all ine and nobody can proceed against 
them. 

Do you think they understand this difference in jurisdiction be- 
tween the Federal court and the State court ? 

Mr. ScuitiEr. I think I am safe in saying that the average bank- 
rupt does not know the fact that he is even going into bankruptcy, he 
does not know the meaning of the Bankruptcy Act. 

He does not know what protection it gives him. The only thing 
that he does understand is that “nobody can go after me now.” 

Senator Carroty. That is right. That nobody can go after him. 
That is right, he has that feeling. 

Mr. Scuttuer. He has that feeling. 

Senator Carrott. When a suit is lodged against him do you know 
how many of these end in no contest ? 

Mr. Scuitier. Well, I don’t know of any suits being filed against 
the bankrupt that have come to my attention. f 

Senator senna In the State courts ? 

Mr. Scutituer. That is right. 
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Senator Carroti. You do not know of any instances? 

Mr. Scuiuizr. I do not do any collections and I have no way of 
knowing. 

Senator Carrotu. Well, as an attorney for this group, have you 
gone into State courts much yourself on claims 

Mr. Scuiter. On collections, no. I do not handle collections. 

Senator Carroty. Any further questions? 

Senator Ervin. You would be deterred by two factors from doing 
so, in the first place, if you have any intelligence, you know in an 
ordinary case the discharge in bankruptcy bars a man who has a 
complete legal defense and in the second case, as I know, you are 
suing a beggar, the most you can hope to catch is a louse. 

Mr. Scuier. But I do say all this can be avoided with a plan for 
payment which I believe is the best solution to all these problems. ’ 
Thank you. 

Senator Carrotu. Just one more question. Isn’t it true today more 
than ever, there has been a great drive on to encourage people to go 
into credit buying, almost in every field ? 

Mr. Scuitter. I think that there is less of a drive now for credit 
buying than there was in the past year, since the war, for the reason 
that they are a little more cautious in giving credit than they were 
before ? 

Senator Carrott. Every day I see advertisements in the Wash- 
ington papers, “No downpayment. Comein. Get it now,” almost on 
any commodity. ? 

Mr. Scuitier. That is true. 

Senator Carrotu. This is the sale of homes, the sale of automobiles, 
came from the White House, “You auto buy now” program. : 

I had a telephone call from Pueblo, Colo., which is a steel area, 
wanting to know if I would endorse such a program. I said, “They 
can’t pay what they owe now, and I want to extend the credit pro- | 
gram.” | 

Mr. Scuiiier. My answer to that is perhaps you see as many ads 
as they ever did, but, however, when they come to buy, they have to 
pass a credit clearing in order to determine if they are able to pay 
and assuming that hes honestly and fairly answer all questions of 
them, and if they pass for credit, of course, the credit will be given. 

Senator Carrotu. I heard over the radio the other day, this is a 
program early in the morning—it is a loan company, no doubt in my 
mind, they are talking to the low income groups, “Come in to see us, 
don’t worry about this, anything up to $1,500, all you have to do is 
be working, just come in, just tell us where you are working.” 

Mr. Scurer. May I say this: The offer to loan in such easy meth- 
ods is only on the radio, but when you get in there, they are going to 
take your right arm before they give you the loan. 

Senator Fenian, How many bankruptcies were there last year ? 

Mr. Scuttter. I think 7,000. 

Senator Carroti. How many the year before? 

Mr. Scuitter. The Administrative Office of the United States 
Courts showed the number of bankruptcies in the Nation as a whole 
and the number in the northern district of Illinois, and in the Nation as 
a whole, there were 73,761 bankruptcies, of which 59,053 were wage 
earners, or 80 percent. 
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Of course, that percentage has gone up. In the northern district of 
Illinois there were 6,385 bankruptcies of which 5,880 were wage earner 
bankruptcies or 92.1 percent of the bankruptcies filed in our district 
are wage earner ba ptcies, and this year they are even higher 
and I think that perhaps the figure will be closer to 95 percent, and 
I think there will be 10,000 filed at the rate of the filings up to date. 
These are not my statements, but statements made by investigation by 
Warren Olney, figuring—this is a letter that he wrote to Senator 
Dirksen giving all the statistics, and he also brings out here very 
accurately that the chapter 13 is not being used in our district. How- 
ever, in some of the Southern States, chapter 13 is extensively used. 
The reason I don’t know, but it seems perhaps that the wage earner 
down South is more anxious to pay his debts and obligations than the 
wage earner up North. 

That is just a casual observation. 

Senator Ervin. Well, as a southerner, I thank you for that, because 
I hear so many derogatory remarks on the South. 

Mr. Scuituer. I just wanted to get on your good South. 

Senator Ervin. 1 think it is complimentary. 

Senator Carrotu. Thank you very much, Mr. Schiller, for coming. 
We will consider your legislative proposal. 

Senator Carroty. Mr. Twinem, please. Did Mr. Schaffner want to 
testify separately ¢ 

Mr. Scuarrner. Yes, I want to testify because the questions you 
asked Mr. Schiller, I can answer. 

Senator Carroty. All right, just sit on that side of the table. 

I have to rush this hearing along, gentlemen. I thought we finished 
this by noon, and I got all these witnesses in from long distances in 
the country. 

All right, Mr. Schaffner. 


STATEMENT OF MILTON SCHAFFNER, VICE PRESIDENT, ASSOCIA- 
TION OF CREDITORS’ ATTORNEYS, CHICAGO, ILL. 


Mr. Scuarrner. My name is Milton Schaffner, and I am the vice 
president of the Association of Creditors’ Attorneys in Chicago. 

We are a group of about 50 attorneys newly organized whose work 
is mainly in the handling of collection of debts. For the past 12 
years, I have been engaged almost 99 percent in the collection of bills 
for creditors, and I do not represent any particular agencies—I mean 
any collection agencies. 

I do not represent any loan companies. However, I do represent 
individuals and my clients number anywhere from 500 to 1,000 a 
year. 

In other words, I may lose or I may pick up a client. 

Some of the questions, Senator, that you asked of Mr. Schiller, I 
am familiar with—what happens after a man is discharged. I can 
give you some personal experience to what extent they are being har- 
assed after discharge. I can tell you to what extent conversion suits 
are being filed. 

I also have some facts and figures with me taken from the pages 
of the bankruptcies that are filed in the northern districts of Illinois. 
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I have 31 more or less wage earners, and on May 13, there were 46, 
and 32 were wage earners. But as I said before these figures are not 
complete. 

The overall picture for 4 days there were 148 bankruptcies filed of 
which better than two-thirds were wage earners. 

I believe you are interested in what happens after a man is adjudi- 
cated a bankrupt, and the extent of the harassment, am I right, sir? 

Senator Carroiy. I would like to know what happens after he files 
his petition. 

Mr. Scuarrner. After he files his petition—— 

Senator Carrotu. Before adjudication and then after adjudication. 

Mr. Scnarrner. All right. 

Senator Carrot. The general practice, to get him to pay his bills. 

Mr. Scuarrner. I can tell you that because I believe, so far this 
year, I have received better than a hundred notices in bankruptcy. 

When the man files a petition in bankruptcy, you receive in almost 
99 percent of the cases, a notice restraining you. That is the first 
notice you have. In fact, I have two cases right now where I have 
filed suit against an individual for nonpayment of a debt, and have 
received a notice of bankruptcy from attorney other than the attorney 
who was defending that particular individual, and in both cases, the 
attorneys told me they didn’t know that individual had gone to 
another attorney. 

Received a notice. If the bankruptcy is dismissed in the interim for 
nonpayment of debt or for any reason whatsoever you never get an 
notification. You never know that the individual did not go through 
his petition in bankruptcy unless you personally check it and to put 
the words in an idiomatic expression, I finally got wise to it so that 
now every bankruptcy that comes through, we set a period of from 
6 to 8 months, and go ahead and check to see whether or not the case 
has been dismissed, and we do find a very small percentage of cases 
which are not dismissed. 

That means the creditor is stopped right there. 

When the man is adjudicated a bankrupt, then it is a question of 
whether or not the sale was made on a conditional sales contract. or 
whether it was made on an open account. 

Where it is made on open account, there is nothing you can do. 
There is no way you can possibly get your merchandise unless you 
want to mess around with going after his exemption. 

If there is a conditional sales contract, right now in the State of 
Illinois, we rectified it by calling it a retail installment contract, 
where the creditor no longer says “TV set.” He must describe the 
merchandise in detail by serial number, exactly what it is or if it is a 
bedroom suite, he must describe it, the make or whatever it is. 

And if it is a deficiency, they have to specify every detail on their 
retail installment contract. As I said before, if there is a retail 
installment contract or conditional sales contract, then the thing to do 
is to write a letter contacting the attorney. 

In most cases where you contact the attorney, you say to him, “Your 
client has a TV set. I have a conditional sales contract.” The 
attorney cannot be bothered. Let us face facts. He cannot be both- 
ered too much, and so he says he will tell my client. 
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That is all you hear from the attorney unless you press him 
constantly. 

What I do, after I call the attorney, and I got no satisfaction, and 
I can say this truthfully, that in 99 percent of the cases, I do not get 
satisfaction, I sent a registered letter to the debtor telling him that, 
and it is sent by registered mail which is a requirement of the law, 
that I have a conditional sales contract covering the particular mer- 
chandise, and unless, “you reaffirm a suit will be filed in conversion 
against you.” 

Now the law requires that you bring proof of the fact that you send 
him such a letter with the registered card, otherwise it is not a good 
suit. 

I do not get any response. Let’s put it this way. I may get one 
response out of a hundred letters that go out from an attorney saying 
we will give you back the merchandise, and where they say they will 
give you back the merchandise, they will say, “Tell your client to go 
out and get it.” 

I have had an occasion where my client went out 20 times and 
couldn’t get the merchandise. I had occasion recently where a matter 
was pending for an entire year. Until finally we had to give up 
because the attorney on the other side said that the merchandise was 
stolen, and there was no complete proof. 

Now, when I file my conversion suit, the attorney for the bankrupt 
will come in, depending on when I file it. If I file it 6 months later, 
the chances are he may not come in, for very good reason. He was 
never paid. Never got his full fees from the particular bankrupt. 

Or if he does come in, he will use some basis to say that the mer- 
chandise is not returnable. 

I am successful, I would say, in 3 cases out of 10 where I file con- 
version. If they offer to return the merchandise, there is nothing else 
that we can do. 

Senator Carro.u. May I interrupt right there. 

Suppose at the time of the filing of this petition, you went before 
the kaon and the referee knows at the hearing before there is an 
adjudication—I am asking this for information, I am not a bankrupt 
lawyer. 

Mr. Scuarrner. Neither am I, sir. 

Senator CarroLt,. If you went, before the suit is filed, before the 
referee, if this provision we have in the bill would give him jurisdic- 
tion to make a finding and to exclude this property of which you speak 
on a conditional sale, wouldn’t that solve your problem ? 

Mr. ScHarrner. The answer to that right now is “No,” because in 
the first place, you have got to understand, as Mr. Schiller said, that 
quite a number of these claims are small claims. The average creditor 
cannot afford to have an attorney go into the bankruptcy court and 
spend that particular time. 

Where you have a large article, either he wants his merchandise 
back, or he wants the man to pay for it. It is unfortunate, that I 
have been on very few occasions, because I don’t go into the bank- 
ruptcy court, I have been there on a few occasions, and I have seen 
this type of procedure. So I think that might answer your question. 

Where the referee has said, and I have no statement to make against 
any particular referees, where I have seen them say, “All the bank- 
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rupts raise their hand,” and 20 bankrupts raise their hand at one time, 
and he said, “You read the statements in your petition and so forth.” 
Adjudicated sine die, and I was happy because I think under those 
circumstances, it was my first case, and I didn’t know anything about 
it, so I was very pleased. 

But as I said before, that is the general procedure, there is too much 
in there, and it is too costly for the average attorney, who handles a 
municipal court practice, to be in the Federal court which is blocks 
away in Chicago. It is physically impossible for a bankruptcy attor- 
ney, by the way, to be in the Federal court, and in the municipal court. 

The reason why conversion suits are being filed, and we are being 
asked now by our clients to file more of them is not so much to the 
harassment of the bankrupt, but as harassment to the bankrupt’s attor- 
ney. If he can put a man through bankruptcy, no question asked, no 
consideration given to the creditor whatsoever, regardless of whether 
the fact that the man had 4 creditors, and I have received many a 

tition where there are only 3 or 4 creditors, I have some statistics 

ere that show that out of this 148 bankruptcies that there are filed, 
21 of them which are wage earners were under a $1,000. , 

In some instances, these papers show they are $500. Then under | 
the circumstances, the bankrupt’s attorney cannot afford to be in the 
Federal court, and in the municipal court on these conversion suits, and 
we hope by harassment of the attorney, because the bankrupt never 
comes in on these matters—all he does is take the thing and give it to 
his attorney. We never see the bankrupt. We never hear from the 
bankrupt, just as his attorney will call you on the phone. 

If the attorney on the other side is a very nice fellow, and he wants 
to cooperate with you, then he will say to you, “I will give you the 
reasonable value,” and he strikes an awful hard bargain. 

So with this multitude of people in that court, it is impossible to get 
an opportunity to say anything to the judge. 

For example, even on the first meeting of creditors, the judge will 
say, “Who are you?” and I say, “I am representing a creditor,’ “All 
right. Take him out.” 

There isn’t even a place where you can take him to, and to ask him 
questions, and when I[ ask the questions the one time I was there, the 
attorney said, “He can’t answer that. If you don’t like it, go in on a 
petition.” 

Well, I can’t afford to do it. My time is too valuable. My clients 
cannot afford to pay me for that particular time. There is one referee 
in bankruptcy in Chicago who insists that no creditor be permitted to 
interrogate the bankrupt in his courtroom, and it can only be done by 
an attorney. 

Our clients cannot afford it because these claims that I handle are 
mostly on the average of under a hundred dollars, and they cannot 
afford to hire an attorney for that purpose each time. 

Senator Carro.u. I take it from your testimony and Mr. Schiller’s 
that you creditor attorneys have pretty strong feeling about bankrupt 
attorneys. 

Mr. Scuarrner. We definitely do. We definitely do, Senator. 

Senator Carrot. Do they also have an association ? 

Mr. Scuarrner. No,sir. They do not as far as I know in the city of 
Chicago because, in fact, there is one bankruptcy lawyer—you can’t 
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ever get to talk to him, no matter how many times you call him. And 
everybody—it is perhaps a strong sentiment to say I do not blame the 
bankruptcy attorneys, frankly. After all, they are in the practice for 
making a living. But I feel that before they put a man through bank- 
ruptcy, I know I do this when I have a bill against a man, I ask him 
who else he owes money to, and I make a serious attempt to work out a 
plan of payment amongst his creditors. 

Frankly, I must do this because if I do not, this man is going to end 
up in bankruptcy. I have been able over a period of a year or two to 
salvage at least a hundred cases which would have to go through 
bankruptcy. There is no alternative under the circumstances? 

Senator Carrotu. Do you have any questions, Senator Ervin? 

Senator Ervin. And if this section about giving the bankruptcy 
court jurisdiction to interpret the legal effect of the bankruptcy with 
respect to particular debts, it just means that in addition to all of 
this work which now swamps down the referees in bankruptcies, that 
you are going to have more swamping down, doesn’t it ? 

Mr. Scuarrner. That is true, sir. However, as far as the suits that 
are filed in the State courts, they are very negligible. I get calls from 
finance companies asking me for information. 

It takes them a long time before they get that information, before 
they file these suits for false statements, before they can get that, and 
I personally believe the remedy is in the State court, where at least we 
have half a chance. 

If I file a conversion suit, at least I feel that maybe I will get the 
attorney to respond and, say, make a deal with me, or give me back my 
merchandise. 

Senator Ervin. Now conversion suits would exist only in cases 
where there are chattel mortgages or conditional sales contracts? 

Mr. Scuarrner. That is right. 

Senator Ervin. In the case of where a discharge in bankruptcy is 
granted, or where the debts of the bankrupt are on open account, there 
are virtually no efforts thereafter made to collect them, are there? 

Mr. ScuarFrner. You cannot make any effort to collect the account— 
let me put it this way. We are now being told by our clients we should 
file more conversion suits only because we feel that it may put a stop- 
gap on the part of the attorney who is filing these bankruptcies to give 
us a greater amount of cooperation which they do not get at all. 

But after the man has filed his petition in bankruptcy, I cannot do 
anything because the moment I do anything, I immediately get a mo- 
tion to appear before a referee who says, “You are going to be held 
in contempt of court.” 

en one such motion cured me, so there is nothing I or my clients 
can do. 

Senator Ervin. You cannot do anything anyway under those cir- 
cumstances until after a discharge is granted, and if the man’s account 
is an open one, and the creditor sues or attempts to collect under those 
circumstances where the discharge in bankruptcy bars it, he not only 
wastes his counsel fees, his efforts and time, but he also gets saddled 
with the court costs. 

Mr. Scuarrner. I did file one such suit recently in which the 
attorney came in and set up the bankruptcy in defense and wrote me 
a letter saying if I file any more such suits that he will call me before 
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the Bar Association for unethical conduct in spite of the fact we have 
an opinion that it is not unethical to file these suits, and all the 
attorney has to dois set them up as a defense. 

Senator Ervin. All he has to do to set up a defense in a normal 
case would be a certified copy of the record of discharge? 

Mr. Scuarrner. That is right, sir. 

Senator Carrot. Are you entitled to a jury trial in a conversion 
case ? 

; Mr. Scuarrner. Yes, sir. They are entitled to a jury if they ask 
or it. 

Senator Carrouu. If you were a creditor’s attorney, would you nor- 
mally ask for a jury under the facts outlined ? 

Mr. Scuarrner. No, sir. 

Senator Carrotu. Of course not. You are entitled to go in on 
fraud cases, are you not? 

Mr. Scuarrner. I don’t represent any loan companies, and the 
going in on the fraud cases for false statements is more or less re- 
stricted to loan companies, although the false statement is given to 
creditors just as well as I see them in the back of the application 
form. A lot of times they will say they owe money to 2 people, and 
their list of bankruptcies may have 20 people. 

Senator Ervrn. Most of these fraud cases, if you went into court 
on fraud cases on small claims, and have to try a case before the jury 
and have the witnesses and interview the witnesses and expenses of 
the counsel to the creditor, if the counsel is not going to starve to 
death, will be more than the amount involved in most of them, wouldn’t 
that be true? 

: Mr. Scuarrner. Senator, you can understand once in a while 
clients are willing to go to a lot of trouble for this reason. 

They feel bad because a man comes in in good faith and sell him 
a watch, and maybe 2 weeks later, he files bankruptcy. He calls up 
the we and says, “I sold him this watch, and how about getting 
it back.” 

And he is pushed around for a long period of time. That is why the 
suggestion that Mr. Schiller made, we feel if a man is going to file 
bankruptcy, he is entitled to that under the law, and I have prepared 
a lot of material here, and I realize the hour is late, to show why a 
— has gone into bankruptcy, and so forth. But I won’t go into 
that. 

But we feel this, if 10,000 people—if I might just take one second, 
please, sir, this was the letter that was sent to me through my corre- 
spondence with Senator Everett Dirksen, and he says here: 

The situation described by Mr. Schaffner was substantiated in a large measure 
by statistical data compiled by this office. At the present rate of increase in 
the northern district of Illinois, approximately 8,700 cases will be filed this fiscal 
year ending June 30, 1958. 

At the same rate of increase, almost 10,000 cases will be filed in the calendar 
year of 1958. 

I can tell you that as of May 16, I think we are up to 3,800 in the 
northern district of Illinois. 

If a creditor is given an opportunity to work out some plan with 
the bankrupt, and then if the hen does not work out, the court should 
say, “Yes, you can go through bankruptcy,” but I think you will find 
in most instances—and my clients have agreed they are willing to 
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take a dollar a week as long as the man will be willing to pay for the 
things he got, or at least make an attempt. 

But under our present laws, no attempt is being made. He has to 
pay his attorney $200 to $300, and in some instances $400, for a bank- 
ruptey, and he cannot afford to pay his creditors and his attorney, too. 

o under the circumstances, he feels that way. He may as well pay 
his attorney $300 and if he owes $700, he is still saving $400. So he 
is better off paying his attorney $5 a week than he is to pay all these 
creditors $5. 

Senator Carrotu. Have his attorney’s fees ever been brought before 
a referee ? 

Mr. Scuarrner. No, sir. Attorney’s fees in bankruptcies are not a 
subject of question so far as I know. 

They are simply a matter between the bankrupt and the attorney. 

I think I filed 4 cases myself, the 4 cases I filed, the attorney’s fees 
are never subject to review by the referee. 

Mr. Wotre. Any money paid by a bankrupt to his attorney is sub- 
ject to review in the bankruptcy court under specific provisions of the 

ankruptcy law. 

Senator Carrott. Will you repeat that statement please, Mr. Wolfe? 

Mr. Wotre. Under the specific provisions of the bankruptcy law, I 
forget now the section, but I could readily find it, any payments made 
by a bankrupt to an attorney in contemplation of bankruptcy or for 
services to be rendered in a bankruptcy case is subject to review by 
the bankruptcy court, and if the referee should decide that the amount 
is excessive, he could order the attorney to repay it into the fund, and 
the estate for the benefit of creditors. 

Senator Carrot. I want to say to Mr. Wolfe, I am very happy for 
that statement. This is our conception of the practice of bankruptcy 
law in Colorado and very difficult to get an attorney to file a case. 
They do not want to be bothered with them because of this rule that 
prevails in the courts of Colorado which followed the rule of Illinois. 

The Colorado statutory law issue come from 

Mr. Scuitier. Mr. Chairman, there is a difference, though, in the 
practice of Illinois because the attorney’s fees in Illinois are not paid 
pa to the bankruptcy issue but are usually paid subsequent to the 

ankruptcy, and the referee stated they have no cariadiaiien over 
future payment or payments out of future earnings without legisla- 
tion, and that is the reason I had that proposal fixing attorney’s fees 
and the amount and how to be paid and methods of payment in order 
that there may be a basis for the fixing of attorney’s fees and attor- 
ney’s fees to be paid out of the future earnings. 

Senator CaArrotu. Well, we will take that matter up with the 
Judicial Conference because, if that is the ruling of the referee in 
Illinois, I am not sure that he is following the intent of the law. 

Mr. Scuarrner. They do not ask you what your fees are in that 
petition. I did not mean it is subject to review. They can ask at any 
time that particular question. 

Senator Carroty. Any further questions, Senator Ervin? 

Does that complete your statement, Mr. Schaffner? 

Mr. Scuarrner. I just want to add one paragraph from this letter 
I received from the Administrative Office of the United States Court, 
March 6, from Mr. Warren Olney, in which he says: 
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In the northern district of Illinois, only 35 cases were filed— 
excuse me— 


in the Nation as a whole in 1957, 11,549 cases were filed under chapter 13. This 
represents a little less than one-fiftieth of all employees and others not in 
business. 


In the northern district of Illinois, only 35 such cases were filed, or a little 
over one-half of 1 percent of the total cases filed. 

Furthermore, in the 5,643 cases successfully concluded, under chapter 138, 
wage earners paid their creditors $3,586,875 on debts totaling $3,646,000 or 
almost 100 percent. 

In the northern district of Illinois, only 8 chapter 13 cases were successfully 
concluded in 1957, in which $2,780 was paid to creditors having claims of $4,997. 

Quite obviously chapter 13 is not being substantially or successfully used in 
the northern district of Illinois. 

The reason it is not being used is because attorneys feel it is a lot 
cheaper, easier, for them to put a man through a bankruptcy than 
going through a chapter 13 proceeding and where the bankrupt’s self 
respect is saved and the creditor is given a fair shake. 

enator Carrot. Thank you very much, Mr. Shaffner. We appre- 
ciate your coming here and giving us your viewpoints. 

Mr. Twinem? 

Mr. Twinem. Yes, sir. 


STATEMENT OF LINN K. TWINEM, ATTORNEY AT LAW 


Mr. Twinem. My name is Linn K. Twinem. I am an attorney 
practicing law in New York City. 

I represent Beneficial Finance Co. of New York City. I am also 
chairman of the American Bar Association bankruptcy committee 
on current decisions. 

First, I would like to say that I would fully endorse everything 
that Senator Lausche said this morning. 

I liked his testimony in his presentation not only because I con- 
sidered it most sound but because he was reflecting also some views of 
Referee Friebolin for whom I have a great deal of respect. 

I mentioned also that I was chairman of a subcommittee of the 
American Bar Association and Referee Friebolin is on that committee 
and so I know him quite well and I know that he is fully aware of the 
problems here and is a man not only of great integrity but a man of 
great experience and solid background. 

I perhaps cannot add too much to what has been the testimony that 
has already been presented to this committee. But I might be able to 
give you a little bit different viewpoint because I might be speaking 
somewhat from the standpoint of one of the whipping boys that seem 
to have been a little bit responsible for this proposed legislation, that 
is from the standpoint of some of the small loan companies. 

Now as Senator Carroll has indicated, there has been some reason 
behind this legislation or proposed legislation, other than the mere 
fact that the bankruptcy court may be the most competent to apply 
and interpret these types of decisions that might be involved here. 

There has been a lot of feeling, discussion and statement made that 
small loan companies are and have been abusing their privileges under 
the Bankruptcy Act. That they have taken advantage of certain sec- 
tions of the Bankruptcy Act, such as section 14 and section 17, par- 
ticularly section 14. And taking up the less controversial sections of 
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the bill first, as Senator Lausche mentioned and Referee Friebolin 
recites in the article which has been handed to you as a part of the 
record, the question of eliminating a false financial statement as 

ounds for general objections to a bankrupt’s discharge by amend- 
ing section 14 of the act. 

It has been charged many times that small loan companies and other 
creditors will use the false financial statement as a threat, presenting 
it to a bankrupt or bankrupt’s attorney and saying that unless the 
bankrupt enters into a satisfactory settlement arrangement that 
financial statement will be used as general objections, to the bank- 
rupt’s discharge. 

Now, of course, I consider that most reprehensible in approach in 
nature and in conduct. 

Not only is it bad morally and fundamentally, but technically it is 
already a violation of the Bankruptcy Act, and if any threat of that 
nature is used to induce a bankrupt to enter into a satisfactory settle- 
ment arrangement it constitutes a criminal offense for which the 
creditor is subject to a fine of $5,000 and imprisonment for 5 years. 

Nevertheless, there have been various ways that the financial state- 
ment has been used. There have been some that have been so ill 
advised as to try to skirt around the letter of the law and intimate 
merely so the bankrupt’s attorney will know the significance; there- 
fore, the active threat is not necessary. 

Now I have always felt that not only does it put an unfair weapon 
in a creditor’s hands to have this false financial statement on which 
they could file general objections to the discharge but I feel that it 
is a cruel and abusive form of approach to a bankrupt and it is a 
remedy that is not necessary. 

It isa harsh remedy that should never be applied. 

The mere fact that the creditor, one creditor, has a false financial 
statement should not in most cases, where we are dealing with an 
individual as distinguished from a business particularly, be a basis 
for general objections to the bankrupt’s discharge. 

Furthermore, as it now stands, not only can the creditor who has 
the false financial statement file general objections to the bankrupt’s 
discharge but any other creditor can take that financial statement, 
and that has become a practice in some of the cities now where a 
bank or other big creditor does not have a financial statement. They 
will oftentimes now resort to the use of a false financial statement 
which might have been given to a small loan company and object to 
the discharge. 

Now that creditor was never deceived by the statement given to 
another creditor and I do not think it is a proper weapon for him to 
have in his hands to use in posing the discharge. 

So the way I view it, I would certainly consider it a noncontro- 
versial section and say it should no longer be grounds for the objec- 
tions to a bankrupt’s discharge. 

Take away this weapon, take away this basis for complaint against 
the creditors that we have so often voiced, and at least take it away 
in the cases where you are dealing with an employee or salary earner 
or wage earner. 
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Now if you find it necessary to amend it in the case and retain it in 
the case of a creditor who obtains the loan through a false financial 
statement for business purposes that is quite a different thing. 

But as you heard testimony this morning this could happen only 
in about 15 percent of the total number of bankruptcy cases and that 
reduces it down to rather a very insignificant area. 

So from my own standpoint, I would certainly endorse what Referee 
Friebolin and Senator opera said this morning with respect to 
section 3 of H. R. 106. 

As to section 4—— 

Senator Ervin. Let me ask you before you go to the other one. 

Mr. Twinem. Yes, sir. 

Senator Ervin. Did you hear the amendment suggested by Mr. 
Wolfe this morning? 

Mr. Twine. I did, sir. 

Senator Ervin. Would that take care of the situation ? 

Mr. Twrnem. I would subscribe to that very readily. That would 
be very fair. 

Senator Ervin. That would abolish the false financial statement 
as a basis for the denial of discharge generally but would leave the 
man, the bankrupt, liable to the one to whom, the particular creditor 
to whom he gave the false statement. 

Mr. Twinem. Right, sir. 

Senator Ervin. And not to the others ? 

Mr. Twinem. But it would go beyond that and it would preserve 
the right in the case the loan was obtained for business purposes. 

Senator Ervin. Yes, in all cases. 

Mr. Twinem. Yes. 

Senator Ervin. Well, thanks. 

Mr. Twinem. Yes, sir. Before getting to the controversial section 
there was some discussion about the reason and purpose of section 4 
and why we had this language in here that has been inserted, in lines 
14 to 19. 

From my discussions with Mr. Covey and others who have had some 
interest in this bill, and some of whom have participated in the draft- 
ing of the bill, this language, with a slight variation was lifted from 
the old section 14 and the reason is because there have been many in- 
terpretations of this particular language in the cases that have been 
handed down since 1898, and by putting it over here, we will still 
have the value of the interpretation of those cases, if that is important. 

From my standpoint, I see no particular reason for having section 
4 at all. 

But I am merely trying to explain why this language in lines 
14 to 19 was lifted out of 14 and brought over here. 

I think that is the reason but I do not know whether it is a suf- 
ficient justification. 

Now getting to the controversial sections, section 2 is the one that 
bothers me the most, because I believe we should continue to have a 
right to go into the State courts, that you should have the right to re- 
sort to that court where we have always done so in the past, and I 
certainly agree with Senator Ervin in that respect and Senator 
Lausche, and others that have spoken on it. 
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I feel it would be an error to investigate the exclusive jurisdiction 
in the bankruptcy court. 

I have no apprehension about section 1 which would give an ex- 
tended jurisdiction, that would extend the jurisdiction of the referee 
now to make a nondischargable termination when requested, but I 
also believe that when a wilde or even if bankrupt wants to go into 
the State court he should have his determination there. 

Now there are many reasons for that, and I have taken the occasion 
to outline those reasons for the committee in the short form of a state- 
ment. 

Two of the fundamental things, the reasons that appeal to me, are 
that I believe we should continue to perpetuate the dual court system, 
rights of terminations in the State as well as the Federal court. 

I believe also that if you fail to do that there must necessarily be a 
multiplicity of suits, because without this right to go into the State 
court a creditor must necessarily go to the bankruptcy court first for 
determination as to whether his obligations are not dischargeable and 
if it is found to be not dischargeable, the referee has no authority or 
power to give him a money judgment or a decree of any type other than 
a decree as to the dischargeable nature of the obligation and therefore 
he must resort to the State court and he must repeat much of his efforts 
that he has already demonstrated and presented in the bankruptcy 
court. 

That is a great burden and a great sacrifice to a creditor in many 
cases particularly where distances are involved. 

The bankruptcy court may be sitting in one area of the State and 
the bankrupt be residing in a different area. 

That means that both the bankrupt and the creditor will have to go 
to the place of hearing where the referee holds the hearing, and cannot 
have the matter determined locally where the witnesses may be readily 
available. 

Now, of course, there has been a lot of discussion about the small 
loan companies and their part in all of this picture. 

First, I think it is only fair to recognize that only about one-tenth 
of 1 percent of the customers of small loan companies go into bank- 
ruptcy. That is a very small percentage, one-tenth of 1 percent of all 
their customers. 

Now, there has been some insinuation, at least I felt the inference 
myself, that small loan companies may cause bankruptcies, and if I 
might philosophize just a minute with the committee, I would like to 
speak on that, if the committee would be interested. 

Senator Carro.u. Go right ahead. 

Mr. Twinem. First, I think we could resort to a fundamental syl- 
logism. First, bankruptcies are caused by an overextension of indebt- 
edness, an overabundance of indebtedness. Small loan companies do 
not preach indebtedness, and, therefore, they do not cause bank- 
ruptcies. 

Now you are going to ask me about my second premise. 

Why do I say small loan companies do not create indebtedness, 
and I say that, first, because there are only two types of indebtedness, 
involuntary and a person creates involuntary indebtedness for medical 
expenses, for emergencies, catastrophes, and so forth. 
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He has to borrow to cover those involuntary items of indebtedness. 
The other types are voluntary items of indebtedness but a loan 
company does not create those, those are created by merchants, by 
business agencies, who sell the desire to an item or a service to a cus- 
tomer, and the customer then incurs that item of indebtedness, and 
the combined total of his indebtedness then often requires him to 
resort to a loan company to help him extricate himself or to help him 
carry the load of his indebtedness, and that is even true in the type 
of indebtedness that might be created at Christmastime, for example. 

You see these advertisements in the newspaper : 

“Come in and borrow. Come in and get your money,” and so 
forth—‘for Christmas”—but the loan company did not create that 
desire to loan the money to use for Christmas presents. That was 
used in quite a different manner and for quite a different reason. 

Once the desire is there, the customer may come in but all the loan 
companies’ advertising did was to steer that customer from one lender 
on from one grantor to another, and away from another. 

So I think that it is only in a very rare and exceptional case where 
a lender does create indebtedness and therefore I think it is most un- 
usual to find a situation where a lender has been responsible for a 
bankruptcy. 

Senator Carroii. Does that conclude your statement, Mr. Twinem ? 

Mr. Twinem. That concludes my statement. 

I would like to offer some statements in writing. 

We have a form, a suggested form of an amendment, that we have 
taken the pains to write out if the committee is interested in follow- 
ing the fundamental principles of H. R. 106 and still keeping the door 
open to State court, the privilege of State court action. 

So I would offer this as a possible amendment in that respect. 

(The suggested amendment is as follows :) 


Svuecestep REvISION For H. R. 106, 85tTH Coneress, Ist Session, Now PENDING 
IN THE SENATE OF THE UNITED STATES 


AN ACT To amend the Bankruptcy Act to authorize courts of bankruptcy to determine 
the dischargeability or nondischargeability of provable debts 


Be it enacted by the Senate and House of Representatives of the United States 
of America in Congress assembled, That subsection (a) of section 2 of the 
Bankruptcy Act, as amended (11 U. S. ©. 11 (a)), is amended by adding at the 
end thereof the following: 

“(22) Upon application by creditor, determine the dischargeability or non- 
dischargeability of all provable debts. If a case is reopened solely for the pur- 
pose of determining such dischargeability or nondischargeability no additional 
filing fees shall be collected.” 

Sec. 2. That subsection (a) of section 11 of the Bankruptcy Act, as amended 
(11 U.S. C. 29a), is amended to read as follows: 

“(a) A suit which is founded upon a claim from which a discharge would be 
[or is claimed to be] a release, and which is pending against a person at the 
time of the filing of a petition by or against him, shall be stayed until an adjudi- 
cation or the dismissal of the petition; if such person is adjudged a bankrupt, 
any action, upon a claim from which a discharge would be [or is claimed to be] 
a release, may be stayed until the question of his discharge * * *” ete. 


I would also like to offer another statement on another item by 
Referee Friebolin and I believe Senator Lausche presented the com- 
mittee with one statement by Referee Friebolin and this is another 
statement that bears on this subject and because he is the referee that 
I consider really the dean of referees in the country, a man of 40 
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years’ experience in this field, and of such great capacity and ability, 
I think that any of his statements are worthy of serious consideration. 

Senator Carrotu. It will be received and placed in the appendix to 
the record along with his other statements. 

Mr. Twinem. Thank you, sir. If there are any questions. 

Senator Carroiu. I have a question here on section 1. 

I understand you do not offer much opposition to section 1. 

Mr. Twinem. No, sir. 

Senator Carroiu. That leads me to this question: I am reading a 
statement here from Mr. Covey—see if you agree with this: 

Section 1 of H. R. 106, as passed by the House— 

Mr. Twinem. Yes, sir. 

Senator CarRoLyi (continuing) : 
would amend the Bankruptcy Act by adding at the end of the section a new 
clause, 22, expressly granting to the bankruptcy court jurisdiction to determine 
the dischargeability or nondischargeability of profitable debts. 


Thus the bankruptcy court would be clearly vested with the authority to 


determine not only the bankrupt’s right to a discharge but also the effect of a 
discharge when granted. 


Now, the statement continues: 


Under present practice the State court in which a bankrupt is sued after dis- 
charge has been granted, often determined whether the debt in question has or 
has not been discharged. Thus the jurisdiction over the granting and the en- 
forcing of a discharge is divided, with the result that debtors are often harassed 
and coerced into paying a particular debt that may have been discharged. 
There is his comment on section 1. 

Mr. Twrnem. Yes, sir. 

Senator Carroii. As I understand, therefore, then section 1 today, 
under existing law, the debtor may grant him a discharge but there is 
not really a judicial determination of the question of enforcing it. 

Mr. Twinem. That is right. 

Senator Carrott, But you would be in favor of that being decided 
in the bankruptcy court ? 

Mr. Twinem. I would be in favor of giving the referee jurisdiction 
to make that determination and I think he should make it where the 
creditor and the debtor, the bankrupt want him to make that deter- 
mination, and I think in many cases, they will resort to the referee. 

But in many other cases they may want a trial or an action in the 
State court and I think that ought to be open too. 

In other words, today you only have one recourse for the determina- 
tion of whether your particular obligation is or is not dischargeable 
and that is in the State court. 

I think it would be desirable to be able to go either into the bank- 
ruptcy court or into the State court. 

I would frankly give jurisdiction so that if both parties want it 
determined by the referee, and in many cases they might want it deter- 
mined by a referee. 

There are many jurisdictions where it takes 2 years to get a decision 
in the State court, and in those cases parties might decide, “Well, we 
would prefer to have the referee do it,” in other jurisdictions they 
would decide, “Well, I feel that I must go into the State court for 


this.” 
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Senator Carrou. Is it your feeling, then, under section 1, if ac- 
cepted, that that would give him jurisdiction, that is the referee, but 
you are against two—— 

Mr. Twinem. I am against two, because that serves to vest exclusive 
jurisdiction in the referee ; yes, sir. 

I do not believe the referee should have exclusive jurisdiction. 

Senator Carrot. Well, under section 1, how would you divest him 
of jurisdiction ? 

If he not only had the right to determine the bankrupt’s right to a 
discharge but also the effect of a discharge. 

(Short recess. ) 

Senator Carroty. The meeting will come to order. 

Is Mr. Chapman here? Have you concluded ? 

Mr. Twineom. I have nothing further, sir. 

Senator Ervin. If this bill is passed so as to give the bankruptcy 
court jurisdiction so as to make a determination of the effect of the 
discharge of a particular claim, at the instance of the bankrupt, then 
the bankrupt could, in effect, deprive the creditor of a right of trial 
by jury which he might have under State law, could he not? 

Mr. Twrnem. I think so, if it could be accomplished at the request 
of the bankrupt. I do not think the bankrupt should have that right. 

Senator Ervin. In other words, you think that the bankruptcy court 
should exercise jurisdiction only in cases where both the creditor and 
the bankrupt invoke the jurisdiction ? 

Mr. Twinem. Right, or where the creditor requests, and if the cred- 
itor files suit in a State court, then I think the aay dae should have 
to answer in the State court, and where he is entitled to a trial by jury 
we certainly want to keep that open to him, and in many cases he does 
demand a jury, and I think that he certainly is entitled to that. 

Senator Ervin. Even in the event they both invoke the jurisdiction, 
and the decision would be in favor of the nondischargeability, if I 
may use that word, you would have even in that case a situation where 
the witnesses might have to go to court twice, which is not a very 
desirable thing. 

Mr. Twrnem. Yes, sir. 

Senator Ervin. Thank you, sir. 

Senator Carrot. One further question. I want to see if I get this 
= in my mind. I think we were talking about section 1 before we 
eit. 

Mr. Twinem. That is right. 

Senator Carrotz. And that is the section to which you have no 
objections. 

Is that jurisdiction clear under section 1, assuming that we accept 
section 1 and leave out section 2. 

Mr. Twrvem. I would not feel safe, Senator, leaving section 1 as 
it presently is written, if it is to stand. 

I would think that there should be some variation, as I have indi- 
cated in my proposed change in section 1. 

Senator Carrotu. That is the amendment that you have submitted ? 

Mr. Twinem. Yes, sir. 

Senator Carroiy. I see. That answers my question. 

Thank you very much. 
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Mr. Twinem. To put it very briefly, my view is there is nothing 
very seriously wrong with H. R. 106 and if there are some abuses that 
it will correct them I think it ought to be worked out so that they 
can be corrected but at the same time I think that the right to trial in 
the State court should be preserved and if a person is entitled to a 
jury trial he should have that right. 

That is my particular point of view summed up in a very brief 
way. 

_ Carro.u. I asked this question earlier today of Mr. Wolfe: 
Assuming that section 2 would stay in the bill, giving jurisdiction 
to the referee, the referee’s order is appealable, is it? 

Mr. Twrnem. It is reviewable by the Federal district judge, yes, 
sir. 

But not as a trial de novo but merely as to whether there is any 
material evidence to justify the findings, and if there is evidence to 
support it it will not be reversed on a finding of fact. 

Senator Carrotu. Therefore, there would be no jury trial in the 
Federal court ? 

Mr. Twitnem. No, sir, there would be no jury trial. 

Senator Carrott. Thank you very much. We appreciate your 
being here. 

Mr. Twinem. Thank you, sir. 

Senator Carroti. Now, Mr. Chapman. 

Mr. CuHapMan. Yes, sir. 

Senator Carrot. I apologize for the delay, gentlemen, you can see 
we are pushing right along here, and those who are going to testify 
on that other bill, which is H. R. 982, it is very clear to me we will 
not get to it this evening, because the buzzer will begin ringing here 
on a quorum call and we will have a vote within perhaps 10 minutes, 
and I am wondering if those who are here on H. R. 982, do we have 
the list of witnesses here handy ? 

We have Mr. Baker, Mr. Rood, and Mr. Corbin. 

Are they all present here? Can you come tomorrow morning? 

It would seem to me we will not be able to goon. 


STATEMENT OF LANDON CHAPMAN, ATTORNEY, CHICAGO, ILL. 


Senator Carroii. Will you proceed with your name and title, please. 

Mr. CuapmMan. My name is Landon Chapman. I am an attorney 
practicing law in Chicago. I believe that the Bankruptcy Act is one 
of the greatest pieces of legislation that has ever been enacted, and that 
its virtue has been proved more and more in recent years by the social 
service it has rendered, that the bankruptcy court has rendered the 
wage earners. 

I specialize in filing voluntary bankruptcy cases for wage earners. 

I came here and I was not sent here 3 my clients, I came here 
because I think that the passage of section 3 of the act is of very great 
importance. 

I think it is a very serious matter. These false financial statements 
that are being used now by loan companies are making a serious differ- 
ence in the matter of filing bankruptcy cases. 

There are a great many lawyers who would be filing bankruptcy 
cases in Chicago if it were not the fact they dread the contest with the 








90 BANKRUPTCY 


loan companies over false financial statements and most of them are 
not prepared to cope with false financial statements, and they find that 
the litigants are not in a position to pay the finances or the expenses of 
litigating financial statement. 

Now I have been specializing or making a special study of voluntary 
bankruptcy cases and practicing the filing of voluntary cases for over 
20 years. 

I know how the loan companies get these statements. I have talked 
to some thousands of people who have borrowed money from smal] loan 
companies. 

I have seen loans made and I have in my office now an employee who 
was formerly a manager of a small loan company. 

These financial statements that are taken by small loan companies 
are taken for no other purpose than to endeavor to beat the bankruptcy 
law. That is the only purpose a small loan company takes a financial 
statement. They didn’t begin the taking of them and you will not find 
a history for or a record of them prior to 1956, when the act was 
amended with reference to financial statement, and in recent years, it 
has become a general practice for the small loan companies to take a 
financial statement from almost every borrower. 

They take them where the man’s credit is already established, where 
he has been borrowing. 

I had one client that borrowed 27 times from one loancompany. He 
had been in debt to them for 18 years. It seemed that he was in debt to 
it and other loan companies and among them, he was borrowing from 
one and paying the other and paying interest besides, so he had become 
truly and really a debt slave. 

Now, the last loan that he obtained from the loan company, and the 
loan company loaned him just $40 or $45 and it increased his past 
indebtedness, adding the two together to $500, had him sign a financial 
statement and put down on it only two other loan companies when they 
had been doing business with him many years and knew that he owed 
numerous other people. 

They had him do that and then when they came to court, they said 
this, they believed that was true, that he did not owe anybody else. 

That is the kind of testimony you have got. In fact, I like to call it 
a racket. It has gotten to the point now where some other creditors 
are starting to use it too. 

T had another case where a man who bought a house on time was in 
debt for numerous things, and a man came in, a salesman came by sell- 
ing awnings for houses, and he wanted to sell this debtor some awnings 
and the debtor said, “I owe too many bills now, I can’t pay,” and the 
wife said, “We don’t want any more bills.” The man says, “Why don’t 
you consolidate your bills? Let us loan you some money. You buy 
some awnings from us and we will loan you $1,400 and you can con- 
solidate some of your debts.” 

So he took them up on that. He bought awnings that he didn’t 
actually need in order to be able to borrow some more money in order 
to consolidate some more debts and then they took a financial statement 
from him, which financial statement showed that he didn’t owe any- 
body except the man that sold the house to him, and when it came to 
the bankruptcy court, we found in the files of the creditor, the names of 
other creditors that he had given as references, and they filed objec- 
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tions to his discharge in bankruptcy, and that fellow, I charged him 
an additional fee of $50 to defend him before the referee and that took 
a whole day and a half, and then I had to later defend him before the 
judge, too, because they filed a petition for review before the judge 
and had to write briefs, and I did something like six or seven hundred 
dollars worth of work, all charitable work, to defend this fellow be- 
cause I started the case for him and didn’t want to drop it. 

And you also in Chicago, some of these other creditors here that are 
selling jewelry and clothing, and luxurious furs on time, are taking 
financial statements, too, and they have a little printed form that 
says, “My total indebtedness is blank dollars,” and they write in $50 
or $100 and when you call them and tell them you filed a petition in 
bankruptcy and call on them to discontinue tactics, they say, “We 
have a financial statement on him. Don’t you think you can do any- 
thing for us?” 

Senator Carroity. Explain that a little bit more, “financial state- 
ment, don’t you think you can do something for us?” 

What do you mean by that? 

Mr. Cuapman. This is what they mean. It means, “We have a 
financial statement that he signed. That financial statement is false.” 
Then they leave me to understand what that all means. That means 
they can file objections to his discharge in bankruptcy or if they do 
not do that, they can file a suit in the State court against him for ob- 
taining money by false pretences and false representations. 

And, therefore, that 1s not a dischargeable debt and wouldn’t I like 
to advise my clients to pay their bill and avoid having trouble with 
them. 

Senator Carrouti. Do I understand that if they file an objection to 
discharge this bankrupt, not objection to discharge, objection to his 
being adjudicated a bankrupt by virtue of this statement, this would 
anata him from being adjudged a bankrupt ? 

Mr. CuapmMan. No, gentlemen; an adjudication in a voluntary case 
ordinarily takes place automatically. It takes place within a day or 
two, in Chicago it is usually done within a day or two. 

Senator Ervin. It would prevent his discharge under existing law ? 

Mr. Cuarman. That is right, it would prevent his discharge. The 
adjudication relates back to the date of filing the petition. But a 
bankruptcy is of no value to a man if he cannot get a discharge, and 
a false financial statement—“any person’s obtaining money or prop- 
erty on credit or obtaining an extension or renewal of credit by mak- 
ing or publishing or causing to be made or published in any manner 
whatsoever a materially false statement in writing respecting his 
financial condition, he is not entitled to a discharge.” 

So the man is all framed up before he comes to a bankruptcy law- 
yer. The creditor has had him in the office, had him sign intends it 
wanted him to sign, had whatever witnesses, the employees, present 
and had the file put away waiting so that in case the man should 
become a bankrupt they have got something to collect from anyway. 

Now, the loan companies, they send, and this goes for the big ones, 
too, they send out representatives from one office to another, and 
about the country, and they advise their assistants that if you do not 


get a financial statement, there is nothing you can do in case of a 
bankruptcy. 
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Now, a small loan company making a loan ordinarily does not be- 
lieve pone its debtor tells them, anyway. In Chicago they have 
a lenders exchange which is made up of small loan companies and 
they have a small office in which they make inquiries among them- 
selves as to debtors. 

He comes in and when he gets there, they tell him who he owes, 
what debts he owes, what loan companies he is indebted to and tell 
him the exact balances and they also have credit bureaus there in 
which they may join and some of them do use. 

The merchants use these credit bureaus and they find out, too, what 
a man’s indebtedness is, but then, not only that, but the debtor is 
asked a long list of questions, just as Senator Lausche said this morn- 
ing, they have a long paper to fill out, the first time he comes in, the 
man comes in for a loan, and on that paper, they ask him a number of 
questions not only for the other creditors, but some references, for the 
names of his relatives, with whom he has done business before, who 
he works for, and the social security and the badge number on the 
job, and they make that up themselves. They make up their own 


apers. 

r The rely on—by oral examination—not by written and they get 
that all made up and decide to loan him the money, then they get out 
a wage assignment, so that he does not pay they can tie up his wages, 
they take a judgment note so if he doesn’t pay, they can also get a 
judgment and garnishee his pay. 

They sometimes take a chattel mortgage so that they can take his 
household furniture from him if he does not pay and then they have 
him sign a financial statement, so if he goes through bankruptcy, 
they will have that to fall back on. 

I know very well a man cannot contract—not to go bankrupt. He 
cannot make a contract that he will pay a bill if he goes bankrupt. 
That is not binding, that is dischargeable too, so they have this finan- 
cial statement all made up, they have the man perfectly framed when 
they loan him the money. 

ow, gentlemen, the debtor will sign almost anything they give 
him to sign, and generally, read nothing. When a man goes into a 
loan company, he is in distress before he goes in there. He has ex- 
hausted his credit elsewhere. 

He goes there last, and when he goes in there he comes in with 
his hat in his hand. 

There is no equality between him and the lender. The lender has 
every advantage. If the lender tells him to sign here, he will sign 
here. If the lender says to sign, I have no other debts, he will write 
that in his own handwriting and anything the lender tells him to. 

You probably remember the story of Shylock, the merchant of 
Venice, who required his debtors to sign a contract to give a pound of 
flesh if the debtor did not pay, and the debtor signed it. That story 
is fictional, of course, but it portrays a real trait of human life in this 
creditor-debt relationship. 

Senator Carroiu. I take it from what you say that you are very 
strongly in favor of section 3? 

_ Mr. Cuapman. Yes, and it is preventing a lot of people from tak- 
ng advantage of the Bankruptcy Act at the present time—— 
senator CarroLL. Did you hear Mr. Twinem’s statement? 
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Mr. Cuapman. Yes. 

Senator Carroiu. Do you agree with that? 

Mr. Cuapman. Well, with reference—— 

Senator Carro.u. On his observation on section 3 ? 

Mr. Cuapman. Oh, yes. The whole thing ought to go out as far as 
I am concerned. There have been some very intelligent referees who 
have suggested that businessmen should not have the privilege, but let 
me tell you, I have had some cases where you cannot tell whether one 
man is a businessman or laborer. 

He may work in the packing house in the daytime, and run a con- 
fectionery at night, or his wife, while he is doing that, or while he 
is running a restaurant of some kind or working somewhere else, 
working on the railroad part of the time. 

I have got cases where people are both wage earners and business- 
men. 

And another thing on this businessman’s situation, ordinarily the 
business man is likely to know when he has made a financial state- 
ment, and if he has made one, he is likely to make his terms with that 
creditor before he determines to go bankrupt. 

So that creditor will not come in. The only purpose that I know 
of section 14 (c) (3), the only reason I have ever found for it in the 
books, is that it is not to the best benefit, not to the best interest of 
the public to have a man who is guilty of moral turpitude, of fraud 
and deceit, being released from his debts and turned back into society 
to go into business again and have a second opportunity to defraud 
people. 

Now that it is the purpose of it. It is not put in there for the pur- 
pose of the creditor who has the financial statement. 

The creditor who has the financial statement nowadays uses it to 
intimidate the individual into paying his bill, that is the only use of 
it and if the debtor arranges to pay that bill, although it is against 
the law to make deals of that Kind, as Mr. Twinem pointed out, 
nevertheless there is always the insinuation. 

The loan company lawyer can come into the bankruptcy court, 
show the ee false financial statement and the bankrupt will 
remember it probably for the first time and the bankrupt’s lawyer 
will probably find out about it the first time, and then the loan com- 
pany lawyer says, “Of course you know what that means. What 
about having him pay us? All we want is the money. That is all 
we care. 


Senator Carroxty. I don’t mean to foreclose you from this and we 


- always come back to it. Do you have any observations on section 
2 


Mr. Cuapman. On section 2? Well, yes, this amendment has some 
flaws in it. There are some weaknesses in it. But I have never seen 
any legislation yet that I thought was a hundred percent perfect. I 
think, taking it all together, if it must go all or none, I would say 
take it all, but if there is a possibility of separating it out and picking 
out the best parts, probably and eliminating them, very well. 

Senator Carrot. What do you think about the bankruptcy court 


having jurisdiction to stay proceedings, suits that are pending in the 
State courts? 
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Mr. Cuapman. Well, that would be all right, if you are going to 
have the first part there where it says that the court shall have the 
right to determine the dischargeability or nondischargeability. 

Senator Carrot. What is your own experience now with that? 

Mr. Cuarman. There are some arguments in favor of the amend- 
ment as it reads. One of them is that loan companies and some other 
creditors, too, file suits after bankruptcy sometimes 6 months or a year 
after, hoping to get default judgments, because most of these bank- 
rupts that I represent, and I filed over 900 cases last year 

Raaaton Carrotu. What do you charge? You are from Chicago? 

Mr. CHapmMan. Yes, sir. 

Senator Carrott. What are your charges for filing a bankrupt? 

Mr. Cuapman. My fees run anywhere from $50 up to $400 and 
$500 depending now—— 

Senator Carro.u. I am referring now to wage earners on this. 

Mr. Cuarpman. Yes, I am talking about wage earners. It depends 
on how much work that has to be done. 

Now, in cases where we have contests over discharges, I can’t charge 
what it’s worth. I have to do charity work in those cases. 

But my fees ordinarily run anywhere from $50 and on up. I suspect 
they probably average around $200 or $300. 

Senator Carrot... Does the referee have any jurisdiction over your 
fee, do you know ? 

Mr. Cuarpman. If any of it is paid out of the estate, he determines 
my fee or whatever part is paid out of the estate. But I have a great 
deal of work to do for the bankrupt himself from which the estate 
itself derives no benefit, and I cannot get any pay for that from the 
referee or out of the court. 

Of course, in a great many cases I file, the assets are so small that 
it does not pay to administer them. 

Senator Ervin. As a practical matter, unless you and your clients 
fall out about the fee or about the amount of your fee, the matter never 
comes before the referee for his consideration ? 

Mr. CHAPMAN. The question, the determination of my fees where 
the bankrupt pays them out of future earnings, that is not determined 
by the referee. 

Senator Ervin. Yes. 

Mr. CuapmMaNn. You see, my relationship there is the same as my 
relationship with any other client, just the same as it would be with 
a client in a criminal case or in a divorce case. 

Senator Ervin. Now, the objections you make to financial statements 
would apply with equal force to financial statements to other firms in 
addition to loan companies. 

Mr. CHapMan. The businessman’s financial statement where he 
really makes one, where he deceives by it, the creditor in that case is 
well protected by section 17, as it reads now at the present time. 

You do not have to add or subtract any more. It says: 

A discharge in bankruptcy shall release a bankrupt. for all his provable debts 
whether allowable in full or part except such as a liability for obtaining 
property or money by false pretenses or false representation. 

So the creditor who has been defrauded has really been defrauded, 
ean go to the State court now and file a suit to recover whatever 
damages he suffered from the fraud he experienced. He is protected 
in the State court. 
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Senator Carrot. I was talking about the morality as distinguished 
from legality. 

Mr. CuapmMan. The morality. . 

Senator Carrot. In other words, here is a man who goes to a bank, 
and he signs a note for a really substantial loan. If a man is not 
going to put up collateral, they require him to give a financial 
statement. 

Mr. CHapMan. Yes. 


Senator Ervin. Not only do sellers require financial statements, but 
loan companies require financial statements, and in a city like 
Chicago—I come from a country town where there are no unknown 
folks, but in a city like Chicago, there are people who go to these 


financial institutions to borrow money, and the people there know 
nothing about it. 


Mr. CHAPMAN, Yes. 


Senator Ervin. If I were a member of the board of directors or a 
stockholder in one of these loan companies, I would want to have 
a statement made about the man’s finances, about his situation, the 
situation of his family which in many cases you can tell whether a 
man is a good risk by the situation in his family, and also about the 
prospect. 

I would want some written statements about the prospect of having 
the thing repaid, and you would dismiss all of these—— 

Mr. Cuapman. No, no, no. I would dismiss the use of them for. 
objecting to discharges in bankruptcy. I would say go ahead and use 
them otherwise. . 

Oh, yes. The legitimate—they have a proper place in business, 
financial statements belong in business transactions. But they should 
not be used as loan companies are permitted to use them now to 
threaten discharge. 

Senator Ervin. Under this section 14, that is incorporated in this 
bill se section 14, it would have to be relied on, it says, in express 
words. 

In other words, instead of relying on his financial statement, they 
rely on some report from a financial agency. That would not bar a 
discharge. 

Mr. CHapman. Well, Ser ator, I think if a creditor has been de- 
ceived, defrauded, he ought to be paid, and if it is, regardless of 
whether he was deceived in writing or by oral misrepresentations. 


Senator Ervin. I agree with you, and I would rather, if I had to try 
the issue. 


Mr. CuHapmMan. Yes. 


Senator Ervin. I believe Lord Coke said that one scratch of a pen 
is worth the memory of many witnesses, and I think it is much better 
to have written financial statements on these. 

Mr. Cuapman. That is very true. 

Senator Ervin. So I don’t see—I know that a lot of lenders of money 
grind the poor. 

Mr. CHapMan. Yes, sir. 


Senator Ervin. But at the same time I am not so terribly convinced 


of the argument that in order to prevent that in some cases, you should 
fix the law that would cover cases where that did not exist. 
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Mr. Cuapman. My only objection is to using them for the purpose 
of that small loan company is using them now for the practice that is 
being ae up by same of the creditors where the loan company pre- 
tends that it relied on it when really it didn’t. 

I have tried, in Chicago, to get loan company representatives who 
say they relied on financial statements, to take a lie detector test. I 
got one to take one. He flunked, and they will not take any more. 

_ Now the loan companies are not adverse to giving their employees 
lie detector tests because they give them tests because they will not 
hire men without giving them lie detector tests, but they will not 
submit them to them on these financial statements. 

Senator Ervin. I wouldn’t give much credence to a lie detector test 
anyway, because it is based on psychology, and a nervous man will 
prove to be a liar, however truthful he may be, and a brazen liar can 
—_ to be a truthful man, no matter how big a liar he can be on a 

ie detector test. 

At least these are my opinions of them. 

Mr. Coapman. Yes. 

Anyway, if the money lender has actually been deceived, he should 
have the full benefit of it, but he gets the full benefit now under section 
17 of the act already. 

Senator Carrot. I would like to have—— 

gt" Cuapman. You do not even need this amendment over section 
17. 

Senator Carrouy. You are the first attorney that has come in here 
to testify on the side of the wage earner. 

Mr. Cuapman. Yes. 

i eae Carrotu. I want to find out a little bit. Are you part of a 
ig firm ? 

. Cuapman. I operate my own office. I operate individually. I 
have three lawyers employed who work fulltime. I pay them a inlay. 
I have 1 or 2 others who work part time in the matter of briefs, and 
appearances in court occasionally. 

nator CarroLu. Out of these cases, you said you handled 900 
cases last year. 

Mr. Cuarman. I filed over 900. 

Senator Carrott. How do they come to you? 

Mr. Cuarpman. They come to me as a result of reputation that I 
have built up over the last 20 years. 

Senator Carroii. Other members of the bar send cases to you ? 

Mr. Cuapman. Once in a while, the Chicago Bar Association Ref- 
erence Bureau sends one over. Probably 15 or 20 percent of them are 
sent to me by other lawyers in Chicago. I would say probably 150 
lawyers in Chicago have sent cases to me at various times. 

Senator CarroLt. You say now you average about $200 a case ? 

Mr. Cuapman. Well, it would run probably, my charge would be 
probably a little more than that. They might be $250 a case to the 
average. 

Senator Carrot. For 900 cases ? 

Well, now, that would be about $200,000, would it not? 

Mr. Cuapman. Well, of course, we don’t collect all of it. It is 
handled on time, and a lot of it is never collected. 
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Senator Carrot. I understand you. I want the record to show Iam 
not critical in any sense of the word, you see. 

Mr. Cuarman. That is all right. 

Senator Carrott. Because I am trying to find out the volume of 
your business, because I am relying on your experience with people in 
this field. 

Most of your people are wage earners, arethey not? _ 

Mr. CuapmMan. They are nearly all wage earners, yes, sir. 

If you would like to know something about the expenses of operat- 
ing this office, I have 15 and sometimes 16 employees steadily. My 
weekly payroll runs over $1,900 a week. I have a little over a thou- 
sand dollars a month rent to pay, and then among my clients, there are 
a large number who are sick when they go bankrupt. They are prob- 
ably working part time, and later on they stop. 

During this recession, the steel mills out there have laid off a great 
many aes and I am not collecting from them at all. The packing 
houses—they work a while, and then they are off a while, and so forth. 

You know, when a man has one calamity, he is likely to have several, 
and these people are often in ill health or we have a number of them 
in bad health. Some of them die, and they never pay, Some of them 
just get sick. Some of them become unemployable because of heart 
attacks, or some other illness. They cannot retain employment. 

I doubt if, at the present time, that I collect more than 65 percent 
of the attorney’s fees. I do not expect to when I take a case. I set 
the fee large enough so that I can afford to take a loss on it. 

You see, I am dealing with, in a region where I am dealing with 
creditors and people who are used to credit, and I cannot represent 
my clients on any other basis. 

I cannot give them perfect relief. I tell them when they come in, 
“T cannot bring you perfect relief. I can have you discharged from 
paying a large number of debts, but you have a small one to pay. 
You have to pay me out of the money you save in the future.” 

Senator Carrott. What about the situation where you have a client 
come in and if he would tell you about a written instrument 

Mr. CuapmMan. We ask them about it, but 1 know more about them 
than they do. 

Senator Carroty. Do you file notwithstanding the fact they may 
have a written instrument ? 

Mr. CuapMan. Oh, yes; yes, sir. 

Senator Carrouy. Then when the creditor’s attorney calls you as 
they have been doing, what do you do in a case like that? 

Mr. CuapMan. I am well enough known that they do not call me 
any more. There was a time when they called me, and I told them 
I know how those financial statements are taken by small-loan com- 
panies. I know what they are taken for, and I probably know more 
about it than some of the people who work in loan companies. 

I know they are taken for the purpose of imposition, and I refuse 
to recognize them. If I have a case where I feel the man actually 
has obtained money on false pretenses, I tell him so, and I will not 
file his case. 

But about 75 percent or more of them borrow money from loan 
companies, and nearly every one of them has given the loan company 
a false financial statement. 
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Now some of my clients have borrowed from 3 different loan com- 
panies, and given all 3 of them these false—— 

Senator Carrotu, Tell us what happens in those cases. What hap- 
pens to the—— 

Mr. Cuapman. Bankrupt? 

Senator Carroti. To the bankrupt. 

Mr. Cuapman. How do you handle his case ? 

Senator Carrot. Yes. 

Mr. Cuapman. Usually in my cases the loan company lawyers will 
come to the first meeting of creditors of the bankruptcy court. In 
Chicago, referees are too busy to have the hearing all in their pres- 
ence. They send the lawyer with the bankrupts into the adjoining 
room and have an examination in there. 

If there are any disputes, why they take them back to the referee, 
but they are heard in there. 

The lawyer for the creditor goes in and questions the bankrupt to 
see if he can get an admission out of the bankrupt that the bankrupt 
intended to deceive the loan company. If he fails to get the kind of 
admission, he probably—we probably don’t hear anything more from 
this lawyer. 

If the bankrupt says, “Well, if I had given the names of everybody 
I owed, I might not have gotten the money,” then we can look for a 
lawsuit on that, or probably objections to his discharge in bankruptcy. 

But, gentlemen—— 

Senator Carrotu. Let me, right there, that is a very important point. 

Mr. CHarman. Yes. 

Senator Carroti. What percent of the cases, how many cases right 
then and there are there objections filed to the discharge? 

Mr. Cuarman. They do not file very many in my cases because I 
fight every one of them out. I do not settle one of them. 

Senator Carrouu. You fight them before whom? 

Mr. CuHarman. Before the referee. 

Senator Carrotu. Before the referee ? 

Mr. Cuarman. I take them before the referee and once in a while I 
lose them, and if I do, I usually go up to the judge with them. 

Once in a while I take one to the Circuit Court of Appeals. 

Senator Carrouu. In these 900 cases, how many have you had to 
take up to the district court to review them? 

Mr. Cuapman. I have one up there now, and probably have another 
one in a few days. 

Senator Carrotu. How often do you have to go into the State court 
to defend ? 

Mr. Cuarman. Well, these loan companies file a great many cases, 
I suspect. Out of a hundred cases, I may have 15 or 20 cases in the 
State court. 

They sue you on false financial statements over there. 

Now Mr. Twinem’s organization, the Beneficial Loan owns Com- 
monwealth in Chicago, and they own Personal Finance Co. and so 
forth, and his organization actually—his clients actually don’t file a 

reat many objections in the Federal court. But they do file cases 
in the State courts, though. 

When they file them in the State courts, if I think they have got 
a case that is somewhere near meritorious, I sometimes offer to com- 
promise with them, and have the client pay them something. 
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But if it appears they do not have a good case, I just do not offer to 
pay them anything, and I go in and try the case regardless of what 
the costs are. 

Senator Carrott. Did you hear the statement this morning by 
someone that this going into the State court is for the purpose of 
harassing the attorneys on the—the bankrupt attorneys? 

Mr. Cuapman. Yes. But I do feel that a creditor should have the 
right to have a hearing and have his day in court on a claim that is 
legitimate, and not one that is intended to blackmail somebody. 

As long as you are not trying to blackmail me with his financial 
statement, he can go to wherever he pleases, and I have no objection 
to meeting him there and trying it out and let justice determine. 

Senator Carrotu. With your wide experience as a bankrupt attor- 
ney, how do you feel about the section that would vest in the bank- 
ruptcy court the jurisdiction ? 

Mr. Cuarpman. To determine the dischargeability ? 

Senator Carroit. And to determine and stay action in the State 
court. 

Mr. Cuapman. Well, I think it is worded a little unfortunately 
the way it is worded here. 

I would say that it would work if it would read something like 
this, that the bankruptcy court would have a right to determine the 
dischargeability or nondischargeability of all provable debts at the 
time of discharge. 

I think that any creditor who objects to the discharge of his claim 
should file his objection before the bankruptcy proceeding has ended 
and when the issue of discharge is determined, come up then and see 
whether his claim is dischargeable or not, and if you do not do it that 
way, then I think you ought to leave it with the State courts. 

Seiatie CarroLu. Well, do you think it should ever be determined 
by the State court? I will put the question a different way. 

You are the first witness who has been here who really has know]l- 
edge of the bankrupt—at least as a lawyer. I want to find out how 
would it be beneficial to the bankrupt to have the complete jurisdic- 
tion and authority vested in the bankruptcy court? 

Mr. Cuapman. In the first place, you may have heard quite a bit 
about default judgments being taken against bankrupts in the State 
courts after bankruptcy, and after the discharge. 

Senator Carrotu, Tell us about that. What do you mean “false 
judgments” ? 

Mr. Coarpman. I mean default judgments. 

The creditor files a suit, and the debtor receives a summons, and 
he is in hard circumstances, and he lays it aside or else he thinks that 
because he went through bankruptcy, he does not need to pay any 
attention to a paper from that creditor any more. And a judgment 
is entered against him by default in the State court without his 
appearing. 

enator Carroti. How often does that happen in your practice to 

your clients ? 

Mr. Cuapman. In my own clients, among them, it does not happen 
much because we try to guard against it. I have a man in my office 
read the report from the courts every day. We have a municipal 
court record there that prints the names of the cases that are filed 
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each day, and we have him go through that each day to see if cases 
have been filed against our clients. 

But I know a great many lawyers do not do that, and we have 
started doing it lately. We do not let very many defaults slip by, but 
many times we have to call the client and tell him he has been sued, 
and sometimes we find that there has usually been a summons served, 
and he did not appear, and we call him up to tell him to appear before 
term time expires. 

Senator Carroty. Do you charge him for that ? 

Mr. Cuapman. I usually charge him $100 if we have to defend him 
in State court, and it is usually worth $200 or $300. 

Senator Ervin. Don’t your clients know when they receive a sum- 
mons that they have been sued ? 

Mr. Cuapman. They ought to but some of them do not know. 

In my office we give them a good scolding. When we get through 
with them they know a lot they did not know when they came in. 

We tell them to be on guard and look out for these papers and if they 
get any kind of a paper to bring it in and not to stop and think but 
they come in later and say “I thought I was all through with that—I 
thought it was all over.” 

Senator Ervin. But the man would not have the impression he was 
all nought with it unless he had been assured of that by his lawyer, 
would he? 

Mr. Cuapman. Yes, they get that impression even when the lawyer 
tells them to be on guard that they may be sued, that default may be 
entered against them and in some cases they can get judgments whles 
they can be ae in jail. 

Senator Ervin. Doesn’t exactly the same objection apply to all de- 
fault judgments ? 

Mr. Cuapman. Yes. 

Senator Ervin. Yes. 

Mr. Cuarman. But the man who had been bankrupt seems to be 
more susceptible to it than the man who has not, although as I say, 
I tried to guard my clients against it. 

Senator Ervin. My observation from hearing some people when an 
officer of the law comes around and serves a summons—— 

Mr. Cuarman. They get scared. 

Senator Ervin. And a complaint on them—he will get scared and 
as he has gone through bankruptcy and had a lawyer the first thing 
he does is run to his lawyer and say: “You told me you would be free 
on this,” so if a default judgment was taken against him it is the fault 
of his lawyer rather than he, is it not ? 

Mr. Cuarpman. If his lawyer can educate him sufficiently to be on 
the lookout for such things as that. 

Now in Chicago we have some very crowded neighborhoods and we 
have bailiffs serving papers there and they do not always serve on them 
and leave them lying around, that happens to people who have not 
been bankrupt. 

Senator Ervin. Under those cases most every State I have heard of 
has a statute in which they can go and get some relief. 

Mr. Cuapman. Yes, take some evidence, of course. 

Anyway, that is one argument, I think could be presented in favor 
of it. 
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The second is that when a man is discharged he should know where 
he stands. He should know by that time what creditors he has to pay 
and who he does not have to pay. 

If it is determined at the time of his discharge then he is through 
with it. But now on the other side there is the other side of it; you 
are liable to have some suits there that you are liable to have the bank- 
ruptcy court trying cases that would otherwise be tried in the State 
courts, and a man could plead his discharge in the bankruptcy court, 
of course he can. 

There would be several objections filed, of course. 

Senator Ervin. My objection would be mainly in the first place 
taking a man’s right of trial by jury and putting all witnesses to the 
inconvenience of going to a Federal court, and you say in there they 
have so much litigation on the bankruptcy side that the referee in bank- 
ruptcy does not ave time to conduct an investigation which the law 
requires him to conduct. 

r.CHapman. Yes; that is right. 

Senator Ervin. So it would be right bad to put some more juris- 
diction, it seems to me. 

Mr. Cuapman. As I say, I do not think that is actually necessary 
in there. 

I think that the only benefit that could be done would be to have all 
discharges aetermined ; at one time, have what is commonly known as a 
split discharge or a limited discharge, but the bankruptcy court deter- 
mines the dischargeability of a debt, but beyond that they have to 
go toa State court. 

Senator Ervin. You have, asa practical matter 

Mr. Cuapman. Yes. 

Senator Ervin. Of course, the bankruptcy law is not for the benefit 
of the creditor, but the bankruptcy law is not supposed to be run ex- 
clusively for the benefit of the debtor. 

If you require a creditor to come in at the time of petition for dis- 
charge and prove the nondischargeability of his claim, you require 
him to spend some money which at that time, as far as he can tell, would 
be throwing some good money after some bad. 

Mr.CuHapman. Yes, sir. 

Senator Ervin. Because at that time the man has got nothing, and 
the creditor would have no incentive to go in and prove it. 

The only incentive for a creditor to bring a suit on a nondischarge- 
able claim would be the expectation of subsequent events which might 
make the bankrupt prosperous to some extent, the expectation that 
there is some hope of the creditor collecting the judgment. 

So you would take and make him come in and prove the nondis- 
chargeability of the claim at a time there is no incentive whatever 
for him to do it and which would mean—— 

Mr. Cuapman. That could be true, Senator. 

Senator Ervin. Which would mean 

Mr. CuapmMan. Yes, indeed; that could happen. 

Senator Ervin. For the life of me I cannot see the benefit of this 


thing because the other system has worked well for over a hundred 
years. 
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Mr. Cuapman. As I say, I think there are advantages and disad- 
yanane and probably disadvantages overbalance the advantages 
of it. 

Senator Ervin. There is one other question. 

You were here when Mr. Wolfe offered an amendment to section 
3. Would not that amendment meet your objections because under 
that, as I construed it, the bankrupt would be entitled to a discharge 
in respect to every probable claim other than the particular creditor 
who had been deceived by a false financial statement ? 

Mr. Cuapman. Senator, that is good law. 

In fact that is the law already; if you delete section 14-C-3 you 
would be left with that law now as the acts stand at the present time. 

There has been a proposed amendment to section 17 (a) here which 
adds in somewhat, T thank, mere surplusage, and there is a little ad- 
vantage stuck in there because the prevailing cases have held recently, 
I think, that where a debtor had borrowed money and, say, owed a 
loan company $400 and he goes in and borrows another hundred, 
when he borrows the second hundred he gives the false financial 
statement. 

He gets the last hundred, the loan company adds all his indebted- 
ness together, making a $500 loan, adding the old debt although the 
loan company loses only a hundred. 

Senator Ervin. They are making a further extension of credit? 

Mr. Cuarman. Getting an extension of credit on the old debt. Now 
the man may go bankrupt a month later. 

The loan companies in the courts have been suing for the whole 
$500. Some of the courts have held that the loan company is entitled 
only to the $100 and whatever damages it has suffered by extending 
credit on the other $400. 

If you put in this extension of credit here, you get a reverse opin- 
ion on that. . 

Some of the courts have already held the other way. They hold 
that he must pay the full $500. I think the prevailing view is that 
he has only to pay the damages they suffered. 

I think that is the best law. I think when a man has committed 
a wrong he should pay for that wrong but no more, and I think that 
this amended part of section 17 eed left out. 

But as I said in the beginning, if the whole thing is taken together 
had has to go, it is whole hog or none, I will take it as is. I think 
it is an improvement; I think its good parts overbalance the bad 


very much. 
— Carrotu. I want to come back here one more time to sec- 
tion 2. 

Mr. Cuarman. Yes. 

Senator Carroti. And reemphasize that here you are a practicing 
attorney with almost 10 percent of the business of Chicago, if they 
had 10,000 cases you got $900. 

Mr. CHapMan. Yes. 

Senator Carrot. Who else is an outstanding bankruptcy lawyer 
in behalf of the bankrupts? 

Mr. Cuarman. There are only two other lawyers in Chicago that 
I know of that make a specialty of it and I do not think they follow 
it exclusively. I think I am the only lawyer in Chicago who files 
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voluntary bankruptcy cases and does that exclusively and nothing 
else. 

There are 2 others though and probably the 2 of them together 
file just a few more than I do. 

And beyond that it is scattered around among a large number of 
lawyers who file just a few cases, and, gentlemen, those lawyers are 
taking a terrible beating. 

A great many of them have to have 1 or 2 brushes with the loan 
company and they do not want any more bankruptcy cases and if this 
amendment goes through it will be more lawyers that will bring people 
into court for justice than are doing it now. 

Senator Carrot. Say that again. 

Mr. CuapMan. There are many, many lawyers who would file more 
bankruptcy cases if they were not afraid of contesting or having false 
financial statements presented by loan companies. 


Senator Carrott. You mean they are afraid of the false financial 
statements ? 


Mr. CuapmMan. Yes. 

Senator Carron. Rather than the loan companies? 

Mr. Cuapman. They are afraid that the loan company will make 
trouble for them. Make difficulty for them, make extra work, if they 
file a petition in bankruptcy. 

In fact, some of the other lawyers send cases to me. They feel I 
have had some experience at it and they have not and they send it to 
me instead of filing it themselves. 

I think the bankruptcy law is badly neglected. There are thousands 
and thousands of more people who ought to be getting the benefit of 
it and are not. 

Some talk here this afternoon as if bankruptcy ought to be elim- 
inated or should be discouraged in some way. 

Bankruptcy is a remedy. ‘It is the medicine for an evil, and when 
we have the credit situation we have nowadays, why we need the 
remedy. 

Senator Carrott. Now I want to bring you right down to sec- 
tion 2. 

Mr. Cuapman. Yes, sir. 

Senator Carrot. As I stated, your testimony will be very impor- 
tant on this bill. This is the statement now of the Judicial Confer- 
ence—I will have to do this quickly. 

This is from this Judicial Conference. 

Section 2 would amend 11 (a) of the Bankruptcy Act so as to make it clear 
that the bankruptcy court shall have jurisdiction to stay suits until the question 
of dischargeability is determined. 

That suits pending at the date of bankruptcy as well as those started 
after bankruptcy for liabilities existing on the day of bankruptcy 

Senator Carrotu. In other words, if a suit is started in the State 
court, section 2 

Mr. CuapmMan. Yes. 

Senator Carrotit. You and your client could move back to the 
referee and could reopen your case and it could stay the court pro- 
ceeding until he makes this determination on the question of dis- 
chargeability or nondischargeability. 
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Mr. Cuarman. Well, that would protect the bankrupt against de- 
fault judgments. 

Senator Ervin. It would also protect subsequent creditors at the 
expense of the prior creditor because they could go and try their 
cases and double up the assets of the bankrupt and the prior creditor 
would be denied an equal opportunity to collect the claim that may 
turn out later to be a just one. 

Mr. Cuarman. Well, I do not see any need of that part of the 
amendment unless you are going to have the part giving the court 
jurisdiction to decide the dischargeability. 

Senator Carrotu. That is the first section. 

You see this is another part of it. We have got to leave and we 
are going to recess this evening. Would you be willing, in view of 
the things you have heard today, to submit a written statement for 
the record and then we would like to review it and let’s examine 
what we have tried to do here today. 

Mr. Wotre. I would be very happy to do that. 

Senator Carrot. We have had attorneys from the creditor’s side, 
now we have it from the bankrupt’s side, and we have had the benefit 
of your advice in Pennsylvania which is evidently different from that 
of the referee in Illinois, and we are really trying to examine to probe 
into the validity of this section 2. 

I think there is general agreement about section 1 as amended but 
section 2, and I would appreciate very much 

Mr. Wotre. I was somewhat startled with the witnesses’ remarks 
with respect to section 3. I thought we had covered the situation as 
far as the loan creditor or the nonasset, the wage earner by providing 
that in a business case the false financial statement would be an abso- 
lute bar to a discharge, in a business case. 

Senator Carrouu. Yes. 

Mr. Worrs. I do not think counsel for the wage earners could 
object to that because we have a situation with voluntary petitions 
with a big appliance company now in Philadelphia, Pa., with 100,000 
assets, over a half million liabilities; he got those credits from the 
different big manufacturers, Westinghouse, Philco, and all these 
people by issuing false financial statements. 

Do you think those two men should be discharged and thrown back 
on the community? I certainly do not. 

Now the mere fact that the particular creditor who is suffering will 
not have his debt barred from collecting because it is not discharge- 
able, is not the answer. 

Thus, to give that man a discharge throws him back in business 
again, and he can mulct some other people. 

So that it is a matter of policy. 

Senator Carrotu. If you will be good enough to give your com- 
ments for the record. 

Just a very short statement. 

(The statement has not been received.) 

Senator Carrotu. Now I want to ask Mr. Chapman—— 

Mr.Cuapman. Yes, sir. 

Senator Carrott. How many chapter 13 cases have you filed out 
of this 900? 

Mr. Cuapman. I donot file any. 
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Senator Carroiy. Why not ? 


Mr. Cuapman. Because I find they are not to the best interests of 
the bankrupt. I filed a few which have come in and I sent them else- 
where, the other cases I did not take. 


Senator CarrotL. Now, Mr. Holy, if you will be kind enough to 
submit any additional statement you have to make. 

Mr. Hoty. I will be through in less than 10 minutes. 

Senator Carroti. Followmg that, may I interrupt, there is a quorum 
call, is a rollcall vote, and even for the Bankruptcy Act we will not 
miss this rolleall vote. 

Mr. Hoty. I have gota train to catch at 4:40. 

Senator Carroti. Well, you can mail this in to us. 

If you will make a reasonably short statement of your position I 
will insert it in the record at this point. We will be very happy to 
give you that or if you want to stay over until tomorrow morning——— 

Mr. Hoty. Well, I tell you, sir, I have not got enough money to 
stay over until tomorrow morning. 

Senator Carrot... Will you submit a statement for us? 

Mr. Hoty. I will submit a statement for you. 

Senator Carrotu. Will you do that, and we will keep the record 
open for you for that purpose and we appreciate very much your 
coming here. 

Mr. Hoty. I will have a brief letter. 


Senator Carroi.. All right, but the only thing I say about the 
brief now 


Mr. Hoty. It won’t be very long. 

Senator Carrot. That is the point and I am certain you can do 
it as you did very well today on this other bill you were talking about— 
chapter 13—and we are not going to foreclose you from being heard. 

(The statement was subsequently received and is as follows:) 


THE Farr, 
Chicago, May 28, 1958. 
To the Jupicrary SUBCOMMITTEE OF THE UNITED STATES SENATE. 
(Attention: Senators Carroll, Ervin, and Dirksen.) 

GENTLEMEN: I wish to thank you for the opportunity extended to me to attend 
this hearing. 

My name is Fred Holy, attorney. I represent the Fair, one of the large 
stores in Chicago, and a subsidiary of Montgomery Ward & Co., one of the largest 
business enterprises in America, who employ many thousands of persons through- 
out the United States, and sales are in excess of a billion dollars annually. 

Regarding the controversial sections as noted in H. R. 106, I am in agreement 
with the views of United States Senator Lausche, of Ohio, and hope that this 
committee will deem it advisable to support this viewpoint. This law has worked 
successfully since the founding of the first bankruptcy laws, so it might be 
prudent to leave it as it is. 

Proceedings under chapter 13 are confusing, and not altogether desired by the 
bench and bar. During the past 10 years I had only 1 case, although I receive 
between 4 and 7 bankruptcies daily. Your own reports show that only 35 cases 
were filed in the Chicago district in 1957, although there were a total of approxi- 
mately 7,000 bankruptcies filed. This may be successful in Birmingham and 
possibly other areas where business is not as large as in Chicago and other 
cities. I feel that it is inadvisable, that it is vexatious and expensive for every- 
one handling chapter 13. Judges do not seem to be favorable toward it, referees 
discourage it, and trustees are venomous in their opposition to it, thus we are in 
agreement with Senator Lausche's opposition to it. 

We are primarily interested in section 2 of article 17 which reads commencing 
with line 13: “Or obtaining money or property by false representation, false 
pretenses, or for obtaining of money or property on credit,” and respectfully 
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ask your approval of this section. When we consider the fact that nearly all 
of these debtors are employed, and with a reasonable effort could pay their 
obligations we cannot see any reason for releasing them. We believe that the 
expression of the United States Supreme Court in Tinker v. Colwell (193 U. 8.) 
is correct. The law should assist the honest debtor but should not be used to 
help a dishonest person or one who defrauds. Many of the debtors in bankruptcy 
are just slick gyp artists whose sole aim is to cheat and defraud the merchant 
who thereby suffers losses by failure or refusal to pay when asked to fulfill their 
contractual obligations. Instead they resort to a court of bankruptcy, obtain 
a restraining order against the creditor without notice which relieve all their 
obligations and are in a position to again file for bankruptcy in 6 years and 
which fact shows many have done. 

This matters was explained to the House committee last year, and was the 
sole reason for its adoption by the House. If some relief is not given to business 
it will undoubtedly necessitate credit restrictions. This, of course, will create 
a hardship to all purchasers on credit, and could greatly and adversely do the 
country’s economy much harm. 

In conclusion kindly permit me to say that debtors have been getting, in my 
humble opinion, too much assistance and sympathy, and that it might be 
adivsable to consider creditors losses as well. Therefore I hope that this com- 
mittee will recommend adoption of the amendment, and in this way compensate 
business as well as debtors. 

I also attach hereto remarks of one of Chicago’s referees in bankruptcy which 
was noted by Mr. White, our credit manager, which shows the increasing number 
of persons going through bankruptcy, many to avoid paying honestly incurred 
obligations. 

Again my thanks, and hoping to have your assistance in approving the amend- 
ment, I am 

Very truly yours, 
Frep Hory, 
Chicago Law Institute President. 


INTER-DEPARTMENTAL CORRESPONDENCE 
May 17, 1958. 
To: Mr. Fred Holy. 
From: Mr. J. A. White. 


I heard Mr. Cummings, a referee on bankruptcy state that so far this year 
there were approximately 90,000 new bankruptcy cases in the United States. 
Last year in Chicago there was a total of 7,580. Up to May 1 this year there 
have been 3,650. If this continues at the same rate, bankruptcies will exceed 
10,000 in the Chicago area. Illinois is-one of the few States that does not 
take advantage of chapter 13. Use of this section, if properly publicized by 
credit associations, merchants and others would probably reduce the above 
figures. It is my understanding that the use of this chapter, has been very 
successful in Birmingham, Ala., and Kansas City. 

J. A. WHITE. 


Senator Carrotu. Thank you very much for coming—all you gentle- 
men. You have been very helpful. This is a very complex statement. 
This will be included in the record—a statement of George A. Han- 
sen, assistant attorney of the First National Bank of Chicago. 
-| (The statement is as follows:) 


ReEpPortT OF CELLER AMENDMENT (H. R. 106) 


Sections 14c (3) and 17a (2) of the Bankruptcy Act are not entirely unrelated 
and it is noteworthy-that Collier’s states at 14.35 as follows: 

¢,, “Section. 17a (2), which provides that a liability for obtaining money or 
property by false pretenses or false representations will not be affected by a 
discharge and section 14c (3) are not mutually exclusive, or even pari materia. 
Section 17a (2) is broader in scope than section 14c (3) which is limited in its 
application to credit transactions that result from a false statement in writing. 
Section 17a (2) is for the benefit of a particular creditor whose claim is covered 
thereby. and.is to be invoked only by him, whereas'section 14c (3) is not for 
the benefit of any particular creditor or class of creditors, for by the express 
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terms of section 14b it may be invoked by the trustee, creditors, or the Govern- 
ment to defeat the discharge entirely.” 

Consider the creditor who, without knowledge that the statement received 
by him is false, takes judgment against the debtor. Can he then proceed 
under 17a (2)? Collier states at page 1605: 

“* * * The question now arises, however, whether the obtaining of a judgment 
prevents an inquiry into the original nature of the obligation. In general the 
reduction of a claim to a judgment does not affect its nature as a nondischarge- 
able debt, the question being dependent upon the nature of the claim behind the 
judgment. Where, however, a liability has been prosecuted to judgment, the 
record is decisive as to the character of the claim upon which the judgment is 
founded, and cannot be affected by the introduction of parol evidence except 
in the case of ambiguity. In order that a judgment based upon a fraudulent 
representation may be excepted from the operation of a discharge, the record 
in the action must show that fraud and deceit were the ‘gist and gravamen’ of 
the action.” 

Rare indeed is the wage earner debtor who, after furnishing the usual lender 
with a financial statement, returns and tells the lender that it is false. The 
lender may learn indirectly that he has other debts, but to ascertain when they 
were created or the amount is at times difficult, so that the first indication the 
lender usually has that he has reecived a false financial statement is upon exam- 
ination of the bankrupt’s schedules. In the meantime the lender may have 
obtained judgment against the debtor on the note with no allegations based 
upon fraud or deceit. The lender would have no rights to object to the debtor’s 
discharge under 14c (3) and the lender would be precluded from proving that 
the particular indebtedness was not discharged under 17a (2) by reason of hay- 
ing obtained judgment on the note. 

To amend 14c (3) without placing proper safeguards for the creditors in 17a 
(2) does not seem reasonable. To place the question of whether a particular 
debt is discharged under the jurisdiction of the referees in bankruptcy does not 
aid the situation. It forces the creditor to either object to the discharge or prove 
that his indebtedness is not dischargeable at a time when it may be disadvan- 
tageous to the creditor to do so. (It will not be feasible to reopen a case once it 
is closed for small claims.) For a creditor to go through the expense and time 
necessary to do this, when there is little or no hope of collesting the judgment, 
is unreasonable. If these amendments are passed, judgment on a note will be 
considered only after bankruptcy. Bankruptcy is usually considered as a last 
resort. However, there will be hesitation in this jurisdiction before judgment is 
taken instead of bankruptcy proceedings. 

Section 14c (3) has been described as a windfall for other creditors. Windfall 
it may be for a few creditors, but it is doubtful whether it is a windfall in most 
instances. There may be and usually is a relationship between the debts. One 
debt may not have been incurred or increased if the other had not been obtained. 
For example: (1) Debtors who never give up hope. Some of these just go deeper 
in debt, not only to the creditor from whom they borrowed, but to others, and the 
false financial statement of the one from whom they borrow the money is the 
basis of at least some of the debts of the other creditors. (2) The wage earner 
who is buying his home on time plus the usual appliances and is able to meet the 
payments when he decides he needs a new car or some other article. He knows 
that if he mentions his other obligations he is not going to obtain financing, so he 
issues a false financial statement. After a few months, for one reason or another, 
he is unable to meet the payments. Because of the new obligation, he cannot meet 
the payments on his prior indebtedness. If he had not given the false financial 
statement to purchase the new article, he would not have been in the tight 
position in which he now finds himself. Where is the windfall under these 
circumstances? 

To take away safeguards from the legitimate lenders for the purpose of stopping 
the practices of those few lenders who are taking advantage of debtors seems to 
be the wrong approach. To limit the section to business loans does not solve any 
problem. There are few, if any, unsecured loans made by banks to business 
debtors that are not based at least in part upon statements prepared by inde- 
pendent accountants. In addition, the usual reports from the national credit 
services or agencies are received and the lender has a knowledge of the borrower’s 
business and position in the industry. While this has not prevented losses, com- 


paratively speaking, the risk would seem to be far less than a loan to a wage 
earner debtor. 
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Banks not only lend directly to wage earners through their consumer credit 
department, but also purchase consumer paper from others. Unsecured loans to 
wage earners are generally based on two things: (a) wages of the applicant, and 
(b) his current debt status. No matter how altruistic the Celler amendment 
may be in theory, in practice it may have three or more effects; namely: 

1. To foster fraudulent statements, or 
2. To reduce or eliminate credit available to legitimate borrowers. 
8. Increase number of bankruptcies. 

It seems that the advocates of this amendment have lost sight of the woods 
because of the trees. 

The wage-earner borrower comes to the lender for credit, whether it is for a 
ear, doctor bills, or otherwise, and unless the lender has had previous experience 
with the borrower, the entire investigation is based upon the borrower’s applica- 
tion and statement. On some nonrecourse financing, the lender does not even see 
the debtor, the approval of the credit being based upon the application and the 
statement. If he states he has no or few debts and his wages check out, he is 
usually entitled te the credit, but the application and statement are the corner- 
stone of the credit. 

Consumer credit collections in the Chicago area are usually (almost a necessity 
because of the cost involved) handled by lawyers who specialize in this practice. 
Fees start at one-third plus costs. If the amount involved is less than $500, under 
the proposed amendment to section 17, the cost of collection will be prohibitive 
as it will be necessary to try the case in two courts. The issues, of course, will 
not be the same, but the same witnesses will be required. It will mean the 
persons involved in making a loan will be in court, or at least away from their 
employment, from 1 to 3 hours, not just once but twice, as well as double duty for 
the attorney. In addition, the State court will require at least a certified copy of 
the referee's determination that the debt is not discharged. 

Under the circumstances, the proposed amendments to 14c (3) or 17a (2) 
should not be passed. 


Senator CarroLu. We now stand in recess until 10 o’clock in the 
morning. 

(Whereupon, at 4:45 p. m. the committee was recessed, to reconvene 
at 10 a.m., Thursday, May 22, 1958.) 
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THURSDAY, MAY 22, 1958 


Untrep States SENATE, 
SpPectAL SUBCOMMITTEE OF THE 
COMMITTEE ON THE JUDICIARY, 
Washington, D. C. 

The committee met, pursuant to adjournment, at 10:15 a. m., in 
room 424, Senate Office Building, Senator John A, Carroll (Chair- 
man of the Subcommittee) presiding. 

Present: Senator Carroll (presiding). 

Also present: Francis C. Rosenberger, staff member. 

Senator Carroti. The committee will be in order. 

The chair announces at this time, with reference to H. R. 13 and 
H. R. 106, that the record will be kept open for another 10 days for 
such letters and statements as may be submitted to the subcommittee. 
Without objection, this will be done, for that purpose. 

We will now proceed this morning to consider H. R. 982. I have 
several communications in my hand, but I will withhold their pre- 
sentation for the record until the members of the committee are pres- 
ent. 

Mr. Baker, will you come forward, please, as our first witness this 
morning. 


STATEMENT OF VERNON V. BAKER, DIRECTOR, BUREAU OF 
FINANCE, INTERSTATE COMMERCE COMMISSION 


Mr. Baxer. Mr. Chairman, my name is Vernon V. Baker. I am 
Director of the Bureau of Finance of the Interstate Commerce Com- 
mission. Mr. Howard Freas, Chairman of the Interstate Commerce 
Commission, in response to the committee’s suggestion, has prepared 
a statement of the Commission’s views in regard to the bill before the 
committee under consideration this morning. He has asked that I 
present the statement to the committee, and with your permission, I 
will read it into the record. 

Senator Carroti. Go right ahead, Mr. Baker. 

Mr. Baxer. H. R. 982 would amend paragraph (6) of section 77 (c) 
of the Bankruptcy Act so as to afford a former lessor whose proper- 
ties are being operated for its account under the provisions of that 
paragraph a remedy under the Interstate Commerce Act which pres- 
ently is not available to it. 

Paragraph (6) of section 77 (c) now provides that if a lease of a 
line of railroad is rejected and the lessee, with the judge’s approval, 
elects no longer to operate the leased line, the lessor shall begin op- 
eration of the line at a time to be fixed by the judge. However, if the 
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judge finds, after hearing, that operation by the lessor would be 
impracticable and contrary to the public interest, it then becomes the 
lessee’s duty to continue operation of the line until abandonment 
thereof is authorized by the Commission; but in such event the opera- 
tions are conducted by the lessee for the account of the lessor. 

H. R. 982 would add at the end of paragraph (6)— 
or until such operation pursuant to this paragraph is otherwise lawfully termi- 
nated. 

The addition of this clause would make clear what probably is 
already implied or inherent, that the judge is em ena to modify 
an order entered thereunder requiring continued operation of the 
properties by the former lessee. 

The bill also would add a provision declaring that a lessor carrier 
whose properties are being operated under the provisions of section 
77 (c) (6)— 
shall be deemed to be a carrier subject to all applicable provisions of the Inter- 
state Commerce Act, as amended, and shall be entitled to receive just, reasonable, 
and equitable divisions of rates, fares, or charges applicable to the transportation 
of persons or property over its line or lines of railroad and the lines of the 
lessee or other carriers, and the provisions of section 15 (6) of the Interstate 
Commerce Act, as now or hereafter amended, shall apply to said divisions 
Sona or not joint rates covering such transportation shall have been estab- 
18 ° 

Section 15 (6) of the Interstate Commerce Act provides a procedure 
whereby, whenever the Commission is of the opinion that joint rates, 
fares, or charges are unjust, unreasonable, inequitable, unduly prefer- 
ential or prejudicial as between carriers parties thereto, the Commis- 
sion may prescribe just, reasonable, and equitable divisions to be 
received by the several carriers. Specific criteria are established for 
the Commission’s guidance in its prescription of such divisions. 

Senator Carrotu. Will you permit an interruption there, Mr. 
Baker? 

Where you say— 
the Commission may prescribe just, reasonable, and equitable divisions to be 
received by the several carriers— 

What doyoumean! Divisions of what? 

Mr. Baxer. Divisions of revenue resulting from the transportation 
of property or passengers over a combination of the lines of two or 
more railroads. 

Senator Carrot. Isee. Go right ahead. 

Mr. Baxer. ‘The Commission has held that section (6) of the Inter- 
state Commerce Act, which requires the filing of schedules, applies only 
to operating carriers engaged in the transportation of persons or 
property, and has interpreted section 15 (6) as giving it the power to 
= divisions between carriers only where there exist joint rates between 
them. 

Senator Carrott. When you refer to divisions there, are you talking 
about divisions of revenue ? 

Mr. Baxer. Yes. 

That finding was Wood v. New York Central Railroad Co., reported 
at volume 286 Interstate Commerce Commission Reports 373 at 
page 379. 

enator Carroti. What year? 
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Mr. Baxer. July 7, 1952. 

The Commission reached the same conclusion on a complaint seeking 
the prescription of divisions which was filed with the Commission 
by certain stockholders of the Boston & Providence Railroad Corp., 
whose properties are being operated for its account under the pro- 
visions of section 77 (c) (6) by the New York, New Haven & Hartford 
Railroad Co. That complaint was dismissed by order of the Com- 
mission, which order was affirmed by a three-judge court and by the 
United States Supreme Court. (Group of Boston & Providence 
Railroad Corporation Stockholders v. Interstate Commerce Commis- 
a et Bipead F. Supp. 488; 350 U. S. 926, rehearing denied 350 

. 8.985). 

Senator Carrotu. Before you leave that, again, with reference to 
the prescription of divisions, do you mean divisions of revenue? 

Mr. Baxer. Yes. In every case in which we have referred to 
divisions in this statement, it signifies divisions of revenue. 

Senator Carrot. Very well. Go right ahead. 

Mr. Baxer. The proposed amendment would grant the Commission 
the power, under the circumstances indicated, to fix divisions between 
a lessor carrier, such as the Boston & Providence, and other carriers 
of revenues accruing from transportation over a combination of their 
lines of railroad, even though such transportation is not covered by 
joint rates. 

The Commission has endorsed the objective of H. R. 982, which in 
effect would afford to a lessor carrier operated under the provisions 
of section 77 (c) (6) the same rights as other carriers have to receive 
a just division of revenue accruing from operations over their lines, 
in accordance with the criteria prescribed by Congress in section 
15 (6) of the Interstate Commerce Act. 

Paragraph (10) of section 77 (c) makes provision for the segrega- 
tion and allocation of revenues and expenses between divisions of 
lines—the “divisions” as used there does not refer to revenue, of 
course—divisions of lines or lines subject to lease, and for the recom- 
mendation by this Commission of a method or formula by which such 
segregation and allocation shall be made. Under that paragraph the 
Commission may only recommend. It does not have the power to 
effect a different division of earnings from time to time because of 
changed conditions. Nor is there any statutory standard governing 
the apportionment of revenues under this paragraph such as is pre- 
scribed in section 15 (6) of the Interstate Commerce Act concerning 
divisions of joint rates. Moreover, paragraph (10) is concerned 
only with properties involved in a proceeding under section 77; 
whereas, if section 15 (6) were made applicable, divisions might be 
prescribed between the lessor and all railroads participating in the 
through transportation involved. 

The Commission recommends that H. R. 982 be enacted. 

That completes the statement. I shall be glad to answer any ques- 
tions to the extent of my ability. 

Senator CARROLL. What gives rise to the need for this legislation, 
Mr. Baker? ' 

Mr. Baxer. At the present time, the only carrier that would be 
affected by it is the Boston & Providence Railroad Corp. It is the 








112 BANKRUPTCY 


only one that is in reorganization under section 77 to which para- 
graph (c) (6) applies. 

nator CarrouL. I want to study that a moment. This is the 
only railroad that is under what, did you say ¢ 

Mr. Baxer. The Boston & Providence is the only railroad whose 
properties are being operated for its account under the provisions of 
section 77 (c) (6). Of course, it may be that in the future some other 
railroad would go into reorganization proceedings under section 77 
and, in the event the judge ordered properties to be operated under 
section 77 (c) (6), the amendment would apply to that railroad. 

Senator Carrotu. Will you give me some idea for the record of 
other railroads that are in a similar situation, in a lessor capacity? 

Mr. Baxer. There are a great many railroads being onieetell calle 
lease. I would not hazard a guess as to the number. As to almost all 
of the large systems, such as the Pennsylvania, the New York Central, 
a ata of the lines operated by them is leased, frequently from sub- 
sidiary carriers. In a case like that, if the Pennsylvania Railroad, for 
example, should become a debtor in reorganization under section 77 
and it should be found that some of these leases are unduly burdensome 
to the debtor, the trustees might reject the leases. 

Then the judge, because of the inability of the lessor to operate the 
line, could under the provisions of eae h (c) (6) order the 
Pennsylvania to continue to operate the line, but for the account of 
the lessor carrier. 

Senator Carrot. Let me see if I understand this now. And when I 
i “wat I am referring to the legislation, the proceedings under 

c). 

Let us assume that railroad A finds it necessary to avail itself of 
proceedings under the Reorganization Act, section 77 (c). It is 
necessary for railroad A to conduct its business over the lines of rail- 
road B. That is usually done through lease arrangement, is it not ? 

Mr. Baker. Frequently. Either lease or in some instances what 
they call an operating agreement, which amounts substantially to the 
same thing. 

: eonnies Carrott. And what generally is the consideration for that 
ease 

Mr. Baker. Ordinarily a prescribed rental is payable. 

Senator Carrouu. If railroad A gets inte difficulty, goes into the 
hands of the trustee under a reorganization program, that trustee, 
as I understand—and I am not a railroad attorney, but I have been 
reading the House report and trying to understand what this legisla- 
tion isabout. In the House report there is this general statement : 

Seetion 77 of the Bankruptcy Act established a detailed plan to govern the 
reorganization of insolvent railroad companies engaged in interstate commerce. 
It recognizes the right of a reorganization trustee of the properties of a carrier 
to reject and terminate an unexpired lease of railroad line. 

Is that true? 

Mr. Baker. That is correct. 

Senator Carrot. That is a correct statement ? 

Mr. Baxer. I might illustrate that by referring back to the Boston 
& Providence’s situation as probably the best illustration. 

The New Haven Railroad became subject to reorganization pro- 
ceedings under section 77. It was operating at that time—which 
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was in 1935—over the lines of the Boston & Providence Railroad 
under a lease which originally was made in 1888 to the Old Colony 
Railroad. The New Haven Railroad later succeeded to the rights 
of the Old Colony Railroad. That was in 1893. 

After the New Haven went into these reorganization proceedings, 
a study was made to determine what portions of the divisions of the 
New Haven, including the leased lines, were profitable and what por- 
tions were unprofitable. It was determined by this committee, at 
least they came to the conclusion that the New Haven operation of 
the properties of the Boston & Providence, connected with the pay- 
ment of the rental, was unduly burdensome, and that the lease should 
be rejected. That was done. 

Senator Carrot. May I interrupt just a moment. 

What were the leasing arrangements? What were the rental ar- 
rangements at that time? 

r. Baker. The lease provided for the payment of an annual 
rental to the Boston & Providence of $400,000 plus an amount nec- 
essary to pay interest on any of the Boston & Providence outstandin 
bonds, for the payment of taxes, and $3,000 for oneaditiational 
expenses. 

mmediately prior to the rejection of the lease, that amounted in 
total to $511,500. In addition, the New Haven was required to pay 
the income taxes which normally would have been payable by the 
Boston & Providence. 

The rental was sufficient to provide dividends on the Boston & 
Providence stock at about 8.5 percent per annum. 

Senator Carroti. Let us go back again now just for a moment. 
Let us go back again to the New Haven. 

They felt that this would be burdensome. Then, what happened ? 
What did they do? 

Mr. Baxer. The trustees, with the approval of the court, rejected 
the lease. Then, under the provisions of section 77 (c) (6), the 
judge determined that it would be impracticable and contrary to the 
public interest for the Boston & Providence to operate the line, where- 
upon it became the duty of the New Haven to continue the operations 
the same as it had been doing in the past. But thereafter, the opera- 
tions were, to use the terms of the statute, “for the account of” the 
Boston & Providence. 

Senator Carroiu. Let us go back just a moment and take it step 
by step. 

"On er section 77, the reorganization trustees had a right to termi- 
nate an unexpired lease of a railroad line. This is contained in the 
House report. That was a legal right that they were asserting, and 
they asserted that right. 

Mr. Baxer. That is correct. 

Senator Carrot. Do they have the approval of the court in order to 
do that ? 

Mr. Baxer. It is my understanding, yes, that the court must ap- 
prove it. 

Senator Carrotu. Now, let us take the next step. 

The court, that is, the reorganization judge, in this instance then 
allowed the New Haven to retain possession of the Boston & Provi- 
dence line? 
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Mr. Baxer. That is correct. 

Senator Carroty. For the account of the Boston & Providence line. 

Mr. Baker. Yes. 

— Carro.u. So that was done under statute and done by court 
order. 

Mr. Baxer. That is correct. 

Senator Carrott. Now you may proceed from there. 

Mr. Baxer. Is there any question pending before me now ? 

Senator Carrott. What I want to do is take this step by step. I 
think we have established now that this was by virtue of a statutory 
act and the judge’s authority. Where does the judge get the authority 
to allow that to continue? 

Mr. Baxer. Under paragraph (6) of section 77 (c) of the Bank- 
ruptcy Act. 

Senator Carrotut. Therefore, we have both the termination of an 
unexpired lease, and the judge’s decision, resting upon a statute, sec- 
tion 77 (c) (6). 

Mr. Baxer. That is right. 

Senator Carrott. What do you mean by their having operated 
“for the acocunt of,” in this case the account of the Boston & Provi- 
dence Railroad? Explaintheterm. What account? 

Mr. Baxer. According to the claims made by the parties, it means 
that if there are any losses that result from those operations, they are 
chargeable to the Boston & Providence, and if there are any profits, 
they inure to the benefit of the Boston & Providence. 

Senator Carrotu. Will you explain for the record what is the nature 
of the Boston & Providence? Is it an operating railroad, or what is 
it ; or what was it at the time you are discussing ? 

Mr. Baxer. The Boston & Providence Railroad Corp. is the owner 
of railway properties, but it has not operated since it leased its lines in 
1888. The particular properties involved consist of a railroad line 
between Providence, R. I., and Boston and Readville, Mass. That is 
approximately 44 miles. In all, there are about 237 miles of track 
involved. It owns car-repair shops and other property at Readville 
and certain terminal facilities at Boston and Providence. It owns no 
equipment; that is, the Boston & Providence Corp. has no rolling 
stock. 

Senator Carrotu. It has no rolling stock. 

Mr. Baxer. That is right. 

Senator Carroti. There are about 237 miles of track. And how 
far is it from Providence to Boston and Readville ? 

Mr. Baker. It is 44 miles of main line between Providence, R. L., 
and Readville and Boston. 

Senator Carroiu. All right, go right ahead. 

Mr. Baker. That completes my description of the property and 
the status of the Boston & Providence. 

Senator Carroti. When we say “to the account of,” was there any 
way that the line could earn? It had no rolling stock, so any revenue 
would come by virtue of its leasing arrangement ? 

Mr. Baxer. That is correct. It depended entirely upon the rental 
for its revenue during the period of the lease. But after the rejection 
of the lease, of course, rental payments stopped, and it was at that 
time that the Boston & Providence also became a debtor in reorganiza- 
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tion, because it had no income, the rental having ceased, it had no 
means of meeting the interest on its outstanding obligations, and so 
it became a debtor under section 77. 

Senator Carrotu. In what year? 

Mr. Baker. The lease was rejected on July 19, 1938, and the Boston 
& Providence reorganization proceeding was instituted August 4, 1938. 

Senator Carrot. Again, just to refresh my memory, New Haven 
became a debtor in 1935 ? 

Mr, Baxer. October 23, 1935, at New Haven. 

Senator Carrott. And the Boston & Providence? 

Mr. Baxer. It became a debtor August 4, 1938. 

Senator Carrott. When did they reject the lease? When did the 
court authorize the trustee? 

Mr. Baker. July 19, 1938. 

Senator Carroti. Do your records reveal that from 1935 to July, 
the New Haven was paying rent to the Boston & Providence Railroad? 

Mr. Baxer. The trustees continued to pay the rental until the lease 
was rejected. 

Senator Carrouu. And the lease was rejected in July ? 

Mr. Bakrr. That is correct. 

Senator Carroti. And it was in July that the court ordered the 
trustee of the New Haven to continue to operate the Boston & Provi- 
dence, but to operate it for the account of the Boston & Providence? 

Mr. Baxer. Yes. 

Senator Carrotz. And then the Boston & Providence became a 
debtor on August 4, 1938. 

Mr. Baxer. Yes, sir. 

Senator Carrott. They went into what you would call bankruptcy. 
Is that right? 

Mr. Baxer. Yes. Of course, a railroad does not become a bank- 
rupt in the technical meaning of the term. But loosely applied, we 
say it went into bankruptcy, since section 77 is a part of the Bank- 
ruptcy Act. 

Senator Carroty. This comes back to my discussion of what we 
mean by “account of.” After the Boston & Providence became a 
bankrupt under 77 (c), did the New Haven trustee continue to 
operate ? 

Mr. Baker. Yes, just continued in the same manner as it had pre- 
viously ; and at the present time, the reorganized New Haven Railroad 
is continuing to operate. 

Senator Carrotu. What is the effect, in this case, of the Boston & 
Providence having lost its lessor status? What happens to it about 
revenue? How does it get revenue? 

Mr. Baker. It does not get any at the present time. 

Senator Carroty. Why not? 

Mr. Baxer. When the lease is rejected, of course, that means the 
rental payments stop. There has been no adjudication by the court, 
no settlement of the account, I might say. It has not been determined 
by the court whether or not the Boston & Providence owes the New 
Haven for this period of operation or whether the New Haven owes 
an amount to the Boston & Providence. 

Senator Carroti. That leads up to a very important point, in my 
opinion. When it loses its lessor status, I think you have said pre- 
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viously that the trustee—in this case, the New Haven—continues to 
operate this property for the account of the Boston & Providence 
Railroad. If the New Haven makes a profit, the Boston & Providence 
should share in that profit, normally. If there is a loss, they also 
participate in the loss. 

Did I understand you to say that previously ? 

Mr. Baxer. I would not say participate. If it were determined 
that the operation over the Boston & Providence line resulted in a loss, 
then the Boston & Providence would be chargeable with the entire 
loss over that line. On the other hand, if the operations over that 
line, the Boston & Providence, resulted in a profit, the Boston & Provi- 
dence would be entitled to the entire profit. 

The dispute, of course, arises in determining whether or not there 
has been a loss or a profit in connection with the operations of this 
44-mile line. There was a segregation formula approved by the court 
which set up a method of segregating the revenues and expenses in 
connection with revenue accruing from through transportation, 

For example, traffic might originate at New York and go over the 
lines of the New Haven to Providence, thence over the lines of the 
Boston & Providence to Boston. The rate might be just one through 
rate. It would be, actually. It is a question then, how should you 
divide the money accruing from a particular shipment ? 

This segregation formula set up a method for dividing that revenue, 
and it also set up a method for charging expenses, allocating those 
between the Boston & Providence property and other divisions of the 
New Haven. 

Senator Carrott. Who set up that formula? 

Mr. Baxer. The formula was prepared by a committee of experts 
representing the New Haven and the Old Colony Railroad, which I 
have previously mentioned. The Old Colony was the original lessee 
of the Boston & Providence property. 

It was submitted to the Interstate Commerce Commission for its 
recommendations, and the Commission recommended to the court that 
it be adopted. 

Senator Carrot. That was submitted, then, to the Interstate Com- 
merce Commission. The Commission, as I understand it now, did 
submit that to the court, and it was adopted. 

Mr. Baker. It was submitted to the court in the first instance, and 
then the court referred it to the Commission for its recommendations, 
and the Commission recommended that it be adopted. 

Senator Carron. We will take our time here to try to get the real 
foundation. Do not hesitate to interrupt me at any time, because we 
are trying to make a very clear record here if we can. 

Mr. Baxer. I might at this point give a citation to the Commission’s 
decision with respect to that segregation formula. That is reported in 
volume 224, Interstate Commerce Commission, page 723. 

Senator Carroti. What isthe year of that? 

Mr. Baxer. April 9, 1938, was the date of the decision. 

It might be helpful at this point if I were to state what the Commis- 
sion said about the formula. The concluding paragraph of that report 
states : 


After considering all available data as well as the criticisms thereof, we find 
that the trustees’ method of segregation and allocation of the debtor’s revenues 
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and expenses between and to its various mortgaged and leased lines is as fair 
and equitable as the circumstances will permit, and so recommend to the court. 
That istheend of the quotation. _ 
Senator Carrott. That was in April of 1938. 


Mr. Baxer. Yes. In the earlier part of its report, the Commission 
stated : 


Our recommendations herein are in nowise intended to express any views with 
respect to the use of the results obtained from the application of the formula or 
the weight to be given such results. 

Senator Carroty. Did that matter come again before the Interstate 
Commerce Commission ¢ 

Mr. Baker. The matter of the segregation formula has not directly 
come before the Commission. 

Senator Carrot. Does your record reflect anywhere that this segre- 
gation program was put into effect by the court ? 

Mr. Baxer. Yes, it was. But there has never been any settlement of 
accounts or adjudication by the court as to what amount is owed and 
to whom. 

Senator Carroti. What court entered this? 

Mr. Baker. The Connecticut district court. The New Haven pro- 
ceeding was in the district court of Connecticut. The Boston & Provi- 
dence proceeding was in the district court of Massachusetts. 

Senator Carrouu. Has there been a conflict of opinion between those 
two courts? Do youknow? 

Mr. Baxer. I know of no direct conflict. However, with two courts 
involved, it certainly has made the reorganization proceedings more 
complex than they otherwise would have been. 

Senator Carroiu. I observe here that this formula was approved 
on April 9, 1938. 

Mr. Baxer. That is, by the Commission. 

Renator Carroiu. You do not know when it was approved by the 
court ¢ 

Mr. Baker. On May 25, 1938, there was an order by Judge Hincks, 
of the district court, accepting the findings and recommendation of 
the Commission on the segregation formula. No appeal was taken 
from Judge Hincks’ order. 

Senator CarroLt. Then it was after that, in July 1938, that the New 
Haven petitioned the court, after its acceptance of the segregation 
order—if my pencil notes are right that I am making as we go along— 
to terminate this unexpired lease. 

Mr. Baxer. When the petition was filed, I do not know. I did state 
the date on which the court acted. 

Senator Carrotu. Well, it was acted upon in 1938. 

Mr. Baxer. Yes, in July. 

Senator Carroiu. July 1938. And then, it was in August after this 
that the Boston & Providence went into bankruptcy, in the sense that 
we use the term, and became a debtor ? 

Mr. Baxer. Yes. 

Senator Carrotyt. When next did the Interstate Commerce Com- 
mission come into this picture? and what jurisdiction does the ICC 
have in this kind of a case? 

Mr. Baxer. Under section 77, the Interstate Commerce Commis- 
sion is given responsibility for the approval of plans of reorganiza- 








118 BANKRUPTCY 


tion of railroads that go into bankruptcy under section 77. Proposed 
plans of reorganization were presented to the Commission in respect 
of the New Haven and the Boston & Providence. There were, I be- 
lieve, about 12 different reports of the Commission dealing with those 

lans. There were at least 6 decisions in the New Haven case and 6 
in the Boston & Providence dealing with the proposed plans of re- 
organization. The Commission approved plans on certain occasions 
and referred them to the court, and they were sent back for various 
reasons. 

Ultimately, however, a plan for the reorganization of the New 
Haven which received the approval of the Commission also received 
the approval of the Connecticut district court and was consummated. 
The New Haven was then reorganized. That plan was consum- 
mated in 1947. 

There was more delay in connection with the approval of the plan 
for the Boston & Providence. Ultimately, however, the last time 
upon which the Commission had occasion to consider plans of re- 
organization was in 1954. On January 5, 1954, the Commission ap- 
proved a modified plan for the Boston & Providence. Its decision is 
reported at volume 290, Interstate Commerce Commission, page 363. 
Petitions were filed for modification of that plan and were denied by 
the Commission, July 30, 1954. That decision is reported at volume 
290, Interstate Commerce Commission, page 404. 

That plan was not acted upon by the district judge until September 
11, 1956, when the district judge approved the Commission’s plan of 
reorganization. 

Senator Carroty. What district judge? In Connecticut? 

Mr. Baxer. In Massachusetts. 

An appeal was taken but the district judge’s order was affirmed by 
the court of appeals on December 9, 1957. The decision of that court 
is reported at volume 250, Federal Reporter, second series, page 463. 
Petitions for certiorari were filed with the Supreme Court and were 
denied April 29, 1958. 

I am not advised definitely whether or not petitions for rehearing 
will be filed or have been filed with the Supreme Court on that. 

Senator Carroti. And that plan, that formula, as I understand it 
had been approved by the Interstate Commerce Commission, and 
_— SomNeren the approval of the court of Massachusetts. Is that 
right ? 

Mr. Baxer. The court of Connecticut, where the New Haven was 
involved. 

: Senator Carrotu. No, I am talking now about the Boston & Provi- 
ence. 

Mr. Baxer. But the segregation formula was never presented to 
the Massachusetts court in which the Boston & Providence proceed- 
ing is pending. It was presented to the Connecticut court in which 
the New Haven proceeding was pending. 

Senator Carroii. Let us get this straight, now. Perhaps if I 
would read the record I would have it a little more clear in my mind. 
But I was under the impression that we were talking about the 
Boston & Providence plan. 

When did the ICC last work on that plan? What is this notation 
of July 30,1954? Let us go back a little bit. 
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Mr. Baxer. That was the Boston & Providence plan of reorgani- 
zation. 

Senator Carroty. That is what I had reference to, Where was 
that submitted? To what court? 

Mr. Baker. To the Massachusetts district court. 

Senator Carrott. That was my impression. When did the court 
approve that plan? I have a notation here of September 11, 1956. 

Mr. Baxer. That is right. 

Senator Carrotu. So now we are talking about the Boston & Provi- 
dence plan in the Massachusetts court. 

Mr. Baxer. Yes, my last recitation was about the Boston & Provi- 
dence plan. 

Senator Carrotu. I also have the notation here that that plan was 
appealed, there was an appeal from the court’s entering of that order. 
I have a notation here of December 9, 1957. 

Mr. Baxer. That is when the court of appeals affirmed the lower 
court. 

Senator Carroii. What lower court ? 

Mr. Baxer. The district court of Massachusetts. 

Senator Carrot. On what plan ? 

Mr. Baker. On the plan of the Boston & Providence. 

Senator Carrotu. That is what I thought. And that is the plan 
on which the Supreme Court has denied a writ of certiorari. 

Mr. Baxerr. That is right. 

Senator Carrot. What I want to know is, what was that plan, 
the Boston & Providence plan ? 

Mr. Baxer. Essentially, under the plan, the New Haven Railroad 
would take over the properties of the Boston & Providence Railroad 
and pay a prescribed consideration therefor. The New Haven would 
be obligated, if the plan is confirmed, to issue to the Boston & Provi- 
dence $3,039,213 of its first and refunding 4 percent fixed interest 
bonds, $1,467,520 principal amount of the New Haven’s 4.5 percent 
ee bonds, and $1,467,520 par value of the New Haven’s preferred 
stock. 

In addition, the New Haven would be required to make a cash 
adjustment equivalent to interest and dividends which would have 
been payable on those securities which I have named if they had been 
dated and issued as of January 1, 1940. That amounted to, as of 
January 1, 1954, approximately $3,371,524. 

The New Haven also would have been required to assume certain 
of the current obligations of the trustee and to pay reorganization 
expenses. 

Senator Carrott. What would be the total on that? Have you 
totaled that? 

Mr. Baxer. I have not. 

Senator CarroLL. We can do that later. I just want to get a general 
idea. 

The reason I am going into the background is that I have no desire, 
and I want to make it very clear in the record here for all concerned, 
that I have no desire personally, as chairman,—and I will ask for the 
support of my colleagues on this later—to go back into all the htiga- 
tion, all the court orders over 20 years. Our sole interest is the neces- 
sity for this type of legislation. This is why and the only reason I 
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am going into this at all; and I may do it in a halting and stumbling 
way, because I am not familiar with this very technical, specialized 
field of the law. 

I want you to correct me if I am wrong, Mr. Baker, but I am up 
to the point now where I find that the Interstate Commerce Commis- 
sion has in a sense participated in the formulation of certain formulas 
which are now being applied to the New Haven, and which are 
evidently, under these decisions, now being applied to Boston & 
Providence. 

Why is there need for this legislation, if the ICC has jurisdiction to 
do what it has done ? 

Let me put it a different way. I will give you several questions 
together, and you can be thinking about them. 

If we adopted the legislation as passed by the House and as recom- 
mended by you this morning, speaking for the ICC, who would have 
the real jurisdiction in a dispute of this nature, the ICC or the court ¢ 
Or, if there is a division of jurisdiction, I would like to have you ex- 
plain that, if you will. 

Mr. Baxer. If the Congress should enact this bill, I believe the 
Commission would then have jurisdiction, if a proper complaint were 
filed with it, to determine the appropriate division of revenues be- 
tween the Boston & Providence, the New Haven, and other carriers 
who might participate in a through movement, based on current, in- 
formation and based upon the standards set forth in section 15 (6) 
of the Interstate Commerce Act. 

The court, of course, would not be ousted of jurisdiction, particu- 
larly in respect to the allocation of expenses. The Commission would 
be given no jurisdiction under this bill to pass on the question of allo- 
cating expenses. But if a divisions case were brought before it, the 
Commission no doubt would give consideration to the allocations of 
expenses that have been made under this formula. 

Senator Carrott, Does a Federal court of equity not have jurisdic- 
tion to make the apportionment of the division of revenues which is 
now requested in this legislation ? 

Mr. Baker. I have no doubt that the Connecticut district court it- 
self could change this formula. The Commission on its own initiative 
may not. The Commission’s function was completed when in 1938, 
it made a recommendation to the court with respect to the formula 
which had been referred to it by the court. 

Senator Carrot. What I am really leading up to is a thought that 
occurs to me as we are discussing this matter. 

If we adopted this legislation as recommended here by the ICC, 
would there be a conflict between the jurisdiction of the ICC with 
reference to this particular matter and a court of equity and its 
jurisdiction ¢ 

Mr. Baker. I personally do not feel that there would be a conflict. 
It would certainly give the Commission jurisdiction which it does not 
now have over a matter which is now subject to the jurisdiction of 
the court. 

Senator Carrott. Which is now subject to the jurisdiction of the 
court. 

Mr. Baxer. I would say so. 
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Senator Carroiy. Let us put it this way. If the court now has 
jurisdiction, would the passage of this legislation divest that court of 
its jurisdiction ¢ ’ eck. .aaheene 

Mr. Baxer. I should think so, to the extent it vests jurisdiction in 
the Interstate Commerce Commission. It would not oust the court 
of all jurisdiction over the question of the settlement of accounts 
between the Boston & Providenee and the New Haven. 

Senator Carrot. Perhaps I will a my question along another 
line. I am reading again from the House report, on page 2, in the 
second paragraph: 

Since the former lessor’s line is being operated jointly with that of the former 
lessee, an apportionment of revenues must be made between the two estates. 
Where the Interstate Commerce Commission finds that joint rates exist, it has 
exercised its authority under section 15 (6) of the Interstate Commerce Act 
to prescribe just, reasonable, and equitable divisions as between the carrier 


estates. 

I assume that that has been the policy of the ICC. 

Is that jurisdiction solely yours? Suppose there is a conflict with 
the Federal court, or any court. 

Mr. Baxer. The statement you have read, I feel, is not referring to 
carriers in bankruptcy. That has reference to carriers generally, in 
which the jurisdiction of a court would not be involved. 

Senator Carro.u. I think that is a very good point to clear up for 
the record. 

Let us apply it now to the Bankruptcy Act. Explain to me who 
would not have the jurisdiction. What would be the function of the 
ICC there? Would it be in an advisory capacity if the court asked it 
to pass upon it? Who would really have jurisdiction ? 

Mr. Baker. If joint rates were on file with the Commission, even 
though one or both of the carriers might be in bankruptcy, they would 
still be subject to the jurisdiction of the Commission under the Inter- 
state Commerce Act, insofar as the rates are concerned, and the 
Commission would be empowered to fix divisions of joint rates be- 
tween those carriers. I would say its power in such respect would be 
paramount to jurisdiction of the court in which the bankruptcy pro- 
ceeding is pending. 

The Bankruptcy Act provides that the trustees shall operate their 
properties under the provisions of the Interstate Commerce Act, like 
any other carrier. 

Senator Carrouu. In other words, let us put it a little differently. 
The mere fact that they go into a Federal court under the Bank. 
ruptcy Act would not give the court authority to change the rate 
structure; the court itself would have to conform. I mean the court 
or the officers of the court, the trustee of the property would have to 
run those properties to conform with the rates established by the ICC. 

Mr. Baker. Yes, if they were established. Of course, the trustee, 
as is the case with any railroad, may file new rates, and they may 
become effective unless suspended by the Commission or set aside 
because they are unreasonable. 

Senator Carrott, But the fixing of the rates, then, is within the 
jurisdiction and the province of the ICC. 

Mr. Baker. That is right. 

Senator Carroii. Not the court. 
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Mr. Baxer. That is right. 

Senator Carrotu. Therefore, in the fixing of those rates, it is your 
contention that you could go another step further; as between the 
different carriers, would you say you could set up prescribed just, 
reasonable, and equitable divisions between the carriers in bankruptcy ¢ 

Mr. Baxer. If those carriers had joint rates on file with the Com- 
mission. 

Senator Carroiu. In the instant case, where we have the New Haven 
as the lessee and the Boston & Providence as the lessor, but Boston & 
Providence is not an operating railroad, were there joint rates as 
between the New Haven and the Boston & Providence? 

Mr. Baxer. There were not. The New Haven filed rates in its own 
name covering transportation over the properties of the Boston & 
Providence. The Boston & Providence was not named as a carrier 
in those rates; it was not a party to the rates. It was for that reason 
that the Commission dismissed a complaint filed with it by certain 
stockholders of the Boston & Providence, asking that it fix divisions 
and establish divisions of revenue between the New Haven and the 
Boston & Providence. 

That has not. been mentioned heretofore, that such a complaint 
had been filed. That is getting ahead of myself. 

Senator Carroti. When was that complaint filed? What was the 
date ? 

Mr. Baxer. March 18, 1954. 

Senator Carrotzi. And this was filed by stockholders of whom ? 

Mr. Baxer. Of the Boston & Providence Railroad Corp. That 
complaint was mentioned in the prepared statement which I read. 

Senator Carroty. On what page, please, of your prepared state- 
ment ? 

Mr. Baker. On page 3. 

Senator Carroity. That complaint was seeking what? A plan, a 
formula for the division of revenues ? 

Mr. Baxer. Yes. The complaint asked the Commission to pre- 
scribe a division of revenues from transportation over a combination 
of the lines of the New Haven and the Boston & Providence, and the 
lines of the Boston & Providence and other railroads, under the pro- 
visions of section 15 (6) of the Interstate Commerce Act. 

Senator Carroti. And the finding of the Commission was what, 
in substance ? 

Mr. Baxer. The Commission found that no joint rates existed be- 
tween those parties, and that it had no power, therefore, to fix divi- 
sions between the parties. Boston & Providence had no rates on file 
in its name. 

Senator Carrotzt. Therefore, do I understand it is the purpose, then, 
of this legislation, by amending section 77 (c) (6) of the Bankruptcy 
Act, to confer that power on the ICC ? 

Mr. Baxer. That is my understanding. 

Senator Carrotu. Let us assume that that power existed in the ICC 
and apply it to our discussion here today of the New Haven and the 
Boston & Providence Railroad. In view of these court orders, would 
the ICC have authority and jurisdiction to effect a division prescrib- 
ing a just, reasonable, and equitable division of revenues between 
these carriers, do you think? 
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Mr. Baxer. I would say so, if the bill is enacted. 

Senator Carroui. And in all future cases, if this arose in other cases 
where I think you have indicated. Do you know the number of lines 
that are lessor lines that are similarly situated to the Boston & Provi- 
dence group? Do you know how many lines are operating like that 
in the country ? 

Mr. Baxer. I am sorry. I cannot give you that. But perhaps I 
can supply it for the record later. 

Senator Carrotu. I would appreciate that very much. Do you 
know whether or not this situation has ever arisen before in the history 
of the railroads of this country ? 

Mr. Baker. Yes; there was another railroad operated under the 
provisions of section 77 (c) (6). I think it was the Southwestern 
Railroad. I do not have the exact title of that. But they did not 
get into the complexities and disputes that have arisen in connection 
with the Boston & Providence. 

Senator Carrotu. Do you care to express an opinion on the effect 
if this had been in the law for these last twenty-some years? Would 
it have aided and assisted this reorganization program or have elimi- 
nated some of the difficulties between the New Haven and the Boston & 
Providence, after some 20 years, almost, of dispute ? 

Mr. Baxer. I hesitate to express an opinion on that. In the first 

lace, whether or not the Boston & Providence would get any better 
Erion of revenues if the Commission were given jurisdiction under 
section 15 (6) is problematical. 

Senator Carroiu. It depends upon the facts and circumstances? 

Mr. Baxer. It would depend upon the evidence that was presented 
to the Commission in that proceeding. I do not want to anticipate 
whether, upon consideration of that evidence, the Commission might 
find that the Boston & Providence is entitled to more or less than this 
segregation formula gives it. 

aati CarroLL. But I suppose the purpose of my question is 
whether or not a clear statement in the law, clarification of the 
Bankruptcy Act, would render judgments in favor of one as against 
another, whether or not it would have expedited consideration. 

Mr. Baxer. Possibly it would have made the stockholders feel 
better about it, if it were made possible for them to come before the 
Commission and have it review the situation in the light of present 
conditions. To that extent, perhaps, it would have expedited a settle- 
ment of the differences between the parties. 

Senator Carrott. From your records, can you indicate to me what 
was the value of the stocks and bonds of the Boston & Providence 
Railroad before they went into bankruptcy ? 

Mr. Baxer. I do not have that figure. I know the stock was selling 
at a premium, a substantial premium over its par value, because they 
were getting dividends at ic rate of about 8.5 percent per annum. 
But I do not know the exact figure. Perhaps counsel for those stock- 
holders will be able to supply that. 

Senator Carroiu. Do you know what it is selling for today, what its 
value is today ? 

Mr. Baxer. The Boston & Providence? 

Senator Carrouu. Yes. 

Mr. Baxer. No; I do not. 
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Senator Carrott. You do not know anything about the value of the 
stocks or the bonds ? 

Mr. Baker. There is no market on the bonds, which we refer to as 
debentures outstanding. All of the debentures that have been issued 
by the Boston & Providence are owned by the New Haven Railroad 
at the present time. There is no trading in those securities. There 
is very little trading, as far as I am aware, in the Boston & Providence 
stock. 

Senator Carrori. It has been brought to my attention here that 
the Boston & Providence has outstanding 15-year-old gold debenture 
bonds in a face amount of about $2,170,000. Do you know anything 
about that? Apparently, these bonds matured on December 1, 1938, 
and default amounts to $2,170,000. 

Mr. Baxer. With a slight correction, I believe that is correct. The 
principal amount of the bonds is $2,170,000. I believe they matured 
July 1, 1938. The interest in default as of December 31, 1957, was 
equal to the principal amount, $2,170,000. 

Senator Carroti. And the New York, New Haven & Hartford Rail- 
road Co. purchased all of the Boston & Providence debentures in 1954, 
at a cost of $3,320,000. 

Mr. Baker. Yes; that is right. 

Senator Carroii. We will go into the statement of stock later on, 
and the shares and the shifting of it, if it becomes necessary. But 
now, it is the opinion of the TOC that this legislation is important. 

Mr. Baxer. I do not know whether I am free to use that term. 
I want to make clear that the Interstate Commerce Commission was 
not the sponsor of this legislation. When it was introduced and 
referred to the Commission, it made a recommendation that it be 
enacted, on the grounds stated in its letter to the House committee 
and in the prepared statement which I have given you. 

Senator Carrot. How many times has this arisen in legal cases, 
this sort of hearing or request for hearing or filing before the ICC, 
in cases of this nature, over the years? 

Mr. Baxer. You have reference to division cases wholly apart from 
bankruptcy eee 

Senator Carroiy. Division cases, where there are no joint rates 
involved. 

Mr. Baxer. I know of only one other proceeding, which was cited 
in this statement, and that involved Wood v. New York Central Rail- 
road Company, in which there was a formal decision by the Com- 
mission, which has been cited in that statement. There perhaps were 
others, but I am not aware of them. 

Senator Carroiu. Is there anything you wish to say for the record, 
—, which I have not asked about this matter ? 

r. Baxer. I do not know of anything that I wish to state. I 
would be very glad to supply any information that the Commission 
has in its files that may be helpful to the committee. 

Perhaps it might be helpful if I gave some information about the 
claims of the parties as to the result of this segregation formula. I 
do not believe we covered that. 

Senator Carrott. What I thought about that was, I am trying to 
get away at this particular time from as much as I can, although I 
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may be forced into it. But I am really trying to establish whether 
or not there is a need for this legislation. 

For example, reading again from the House report at the bottom 
of page 2, as coming from the Committee on the Judiciary of the 
House: 


It is the opinion of the committee that jurisdiction to establish a fair division 
of rates should properly be left to the agency most experienced in the regula- 
tion of revenues, the Interstate Commerce Commission, regardless of whether 
there are joint rates or whether there is an agency operation established pur- 
suant to section 77 (c) (6) of the Bankruptcy Act. Th°-e is no intention to 
interfere with the normal functions of the reorganization court. It is intended 
only that the ICC have a clear basis of jurisdiction for applying section 17 (6). 

This is the statement of the House committee, and I think there is 
considerable merit to it. That is why I do not want this hearing, so 
far as I am personally concerned, to get into the relative merits going 
back many, many years. Really, that is why I asked the question of 
whether you considered this important. This is a strengthening of 
the hands of the ICC, and perhaps because this is a technical field, this 
may be why the Congress many years ago established the ICC as an 
arm of the Congress. 

Many of these regulatory bodies seem to think they belong to the 
executive branch. But they are really arms of the Congress, as you 
know, I am sure. And because we felt they were highly technical 
fields, we would not have time to sit and legislate in these fields, and 
they created these commissions to function. The only doubt that 
occurred in my mind was this possible question of the conflict of 
jurisdiction. At the present time, I think you have rather cleared 
that up for me, because this is a ratemaking process and determi- 
nation. 

Mr. Baxer. I think the feeling of the Commission was that a road 
subject to the provisions of section (c) (6) might well be placed on 
an equal basis with other railroads, that there was no reason why it 
should not be done, and that is the reason for its recommendation. 

Senator Carrot. I think that is a very good statement. 

Let us assume that we had railroads A and B under similar circum- 
stances becoming debtors and seeking relief under the Bankruptcy 
Act. If they had established joint rates, clearly the ICC would 
have jurisdiction. Is that notso? 

Mr. Baxer. That is right. 

Senator Carrot. Jurisdiction of what? For a reasonable and 
equal division of revenues? ‘There is no question you would have 
jurisdiction. 

Mr. Baxer. Just and reasonable in accordance with the criteria of 
the statute. 

Senator Carro.u. It just happens that from what you have indi- 
cated here, we are in this type of a case where there is sort of a no 
man’s land. It has not been specifically spelled out, and the ICC 
just does not have jurisdiction to make any sort of division in this 
type of case, as between New Haven and Boston & Providence. Is 
that not right? 

Mr. Baxer. That is the way the Commission interpreted the statute 
as it presently reads; and, of course, the Commission’s interpretation 
was upheld by the courts. 
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Senator Carrouty. Mr. Baker, if you will stay with us for a short 
time, I will try not to keep you too long. You have been very 
helpful. 

Now we will call upon Mr. Rood. And if there is any comment you 
want to make as we go along, to make this record complete, Mr. 
Baker, we shall be pleased to have you do so. 

But now I would like to call Mr. Rood, who is, as I understand, an 
attorney for the Boston & Providence Railroad. Then we are going 
to have to hear from the New Haven Railroad and anybody else, 
within the bounds of reason. But I would like to stay with the cen- 
tral issue here, if we can. I do not want to foreclose anyone, but I 
want to stay on this legislative issue and the need for it, if any. 

Mr. Rood, would you come forward, please. 

Mr. Roop. Thank you, Mr. Chairman. 


STATEMENT OF ARMISTEAD ROOD, ATTORNEY, ON BEHALF OF A 
GROUP OF NEW ENGLAND RAILROADS 


Mr. Roop. My name is Armistead Rood. I am an attorney with 
offices at 1832 Jefferson Place, Washington, although I count my real 
home as Concord, Mass. I am here to speak for the bill in the in- 
terest of a group of leased-line railroads in New England. 

I will hand you, sir, a list of all the lessor companies. That is 
taken from the [CC statistical book that is published annually, known 
as the Blue Book. 

The list includes 170 leased lines which report, as you can see on 
the first line, a book value investment of more than $3 billion. This 
is taken from the volume for the year 1952, which was published in 
1955, and we have used this in the court proceedings. 

Senator Carroxu. I observe that some of the lines are underlined 
with red ink. What does that indicate ? 

Mr. Roop. The first group of lines are in the New England region. 
The ones that are underlined are the Boston & Providence, the Nor- 
wich & Worcester, and the Providence & Worcester, all of which were 
leased to the New Haven Railroad Co.; also the Northern Railroad of 
New Hampshire and the Vermont & Massachusetts Railroad Co., both 
of which are leased to the Boston & Maine Railroad. 

I am here to speak for all five companies. 

The Boston & Providence you know about. The other four have 
not had their leases rejected, but they view the experience of the 
Boston & Providence with horror. The tribulations of the Boston & 
Providence have driven down the value of the other lines. 

I should perhaps say that New England railroads were generally 
assembled into two big operating companies: the New Haven com- 
pany in southern New England, and the Boston & Maine Railroad in 
northern New England. The customary method whereby they ac- 
quired smaller lines was by lease. ; 

I have the New Haven timetable and the Boston & Maine timetable, 
in which I have colored the leased lines on the map, which I should 
be glad to offer you for the record. 

Senator Carroiti. We will put them in the file, if not in the record. 

Mr. Roop. Very well. 
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I believe that a letter or telegram has been sent to the committee 
on behalf of all the lines except the Boston & Providence. I now 
submit a letter from Mr. Donald Starr, with whom I am associated 
in this matter. He is the general counsel of the Boston & Providence 
Co. Isubmit that for the record. 

Senator Carrot. The letter will be received and made a part of 
the record. 

(The letter referred to is as follows :) 

Boston, May 20, 1958. 
Hon. JOHN A. CARROLL, 
Senate Committee on the Judiciary, 
Washington, D. C. 


DEAR Sir: I understand that one of the bills scheduled for a public hearing 
before your subcommittee of the Committee on the Judiciary on Wednesday, 
May 21, 1958, is H. R. 982, a proposal to amend the Bankruptcy Act. As one 
familiar with the kind of situation which would be affected by the bill if enacted, 
due to my representation for over 20 years for the Boston & Providence Rail- 
road Corp. which has been in reorganization since 1938, I beg leave to submit 
the following remarks. 

AS you may know, the Boston & Providence Railroad was formerly leased to 
the New York, New Haven & Hartford Railroad Co. The New Haven went into 
reorganization in 1935 and the Boston & Providence line has been operated by 
the trustees of the New Haven and the New Haven itself since the lease was 
repudiated in 1938, a tutelage of now 20 years. The Interstate Commerce 
Sommission in 1938 recommended a segregation formula applying to the New 
Haven system, expressly stating that they were approving it for no particular 
purpose and that the Boston & Providence obviously could not survive on the 
revenues assigned to it by the formula, while at the same time approving the 
purchase of the Boston & Providence by the New Haven. These contradictory 
conceptions have led to such confusion among the Commission and the courts, 
as to the extent, if any, to which the alleged losses shown by the formula are 
genuine, that the reorganization of the Boston & Providence has not even yet 
been consummated, although a plan of reorganization has been approved by 
the court. 

Unfortunately the Commission has determined that its general powers to regu- 
late railroad operating revenues, including divisions from through traffic, have 
been cut off by the Bankruptcy Act with respect to the agency operation of a 
former leased line if (as in the case of the Boston & Providence) such operation is 
established under authority of section 77 (c) (6) of the Bankruptcy Act, and 
there is no statutory standard governing the apportionment of revenues under 
that section. Paragraph (c) (6), moreover, by its own terms, perpetuates an 
agency operation established under its authority, until the route shall be aban- 
doned, which for the Boston & Providence is, of course, out of the question. The 
Commission is in favor of remedying the anomalous exclusion by the enactment 
of H. R. 982. 

Under the bill proposed it would not have been possible for the Commission to 
recommend a segregation formula, on the revenues assigned to the Boston & 
Providence by which it, in the words of the Commission itself, ‘obviously could 
not survive,” while at the same time entertaining the stated view that the prop- 
erty was of substantial value, which it has consistently done over the entire 
period of 20 years. There is small doubt, moreover, that if the statute had origi- 
nally read as proposed to be amended by the pending bill, H. R. 982, the reorgani- 
zation of the Boston & Providence would have been effected years ago, with a 
consequent saving of many thousands of hours of time of the courts and the 
Interstate Commerce Commission and the preservation of millions of dollars of 
investors’ capital. 

Since the approved plan has not yet been voted upon by the parties to whom it 
must be submitted, and since, therefore, it has not yet been confirmed, the effect 
of the Commission’s inability to exercise its general powers to regulate railroad 
operating revenues may still be remedied if H. R. 982 is enacted into law in the 
near future. 

Respectfully yours, 


DoNALD C. STARR, 
Counsel for Boston & Providence Railroad Corp. 
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Mr. Roop. You asked about the red lines on this exhibit. The red 
line below New England denotes the Peoria & Eastern Railroad, which 
is leased to the New York Central. On the second page I have under- 
lined the Atlanta & Charlotte Air Line, which is leased to the South- 
ern; and on page 3, I have underlined the North Carolina Railroad, 
which is also leased to the Southern, and which is owned 75 percent by 
the State of North Carolina. 

I underlined those two simply in the thought that Senator Ervin 
might be here and he would be able to relate this problem to railroad 
companies in his own State that he knows about. I do not know of any 
leased lines in Colorado. 

This bill would solve an acute problem which has arisen only because 
a minor subparagraph, section 77 (c) (6), has been abused in the courts 
in a way that Congress did not intend and could not intend. The abuse 
becomes quite clear if we consider the environment of paragraph (c) 
(6), and if we consider the legal situation that would apply apart from 
paragraph (c) (6). 

Reorganization is equitable financial rehabilitation. Although sec- 
tion 77 1s codified as part of the Bankruptcy Act, it is not bankruptcy, 
as Mr. Baker pointed out. The reorganization process developed in 
the standard equity receivership practice. When a corporation be- 
comes insolvent and goes into receivership, it is burdened with con- 
tractual obligations which it cannot maintain. If the contractual obli- 
gations call for a future performance, the receiver has the extraordi- 
nary right to elect whether to adopt the executory contract or to 
reject it. 

The classic example is the long-term railroad lease. It is the classic 
example, I think, in all receiverships because the law of receiverships 
has been forged more in the Tulivond! field than anywhere else. 

In 1932, a big Northwestern carrier known as the Soo Line became 
insolvent and went into receivership. The Soo Line owns a system 
running west from the Twin Cities, and it also leased a system running 
east from the Twin Cities and down into Chicago, known as the Wis- 
consin Central. I have the timetable, in which the Wisconsin Central 
Line is shown in red. 

Mr. Baxer. For the clarification of the record, is it not true, Mr. 
Rood, that that is not leased, but the operations are conducted under an 
operating agreement by the Soo Line? 

Mr. Roop. Mr. Baker, I am talking about the situation when it was 
leased. In 1932, it was leased. The Soo Line went into receivership 
as lessee, and the first thing they did was to reject and terminate the 
Wisconsin Central lease. That precipitated exactly the same situa- 
tion as was precipitated in the New England situation. The dif- 

ference was that the practice was guided by equity receivership with- 
out the strictures of the statutory procedures of section 77, which 
was not enacted until a few months later. 

I am talking about the Wisconsin Central situation, because this is 
the classic equity procedure, Mr. Chairman, and I am sure that this 
is the sort of thing which it was intended to accomplish in enacting 


section 77 (c) (6), as I will show you in a moment. 

The public has a hard time keeping up with the actualities of rail- 
road ownership, operation, and responsibility. If you look at that 
Soo Line timetable, you will see that it is entirely Soo Line; there is no 
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mention of Wisconsin Central. If you look at the New Haven time- 
table, there is no mention of Boston & Providence. 

Whenever one railroad company conducts the public transporta- 
tion service on a line of railroad which is owned by another company, 
your Company “B,” Senator, the relationship between the operating 
company and the owner always falls into one of two types; either 
the operating company operates the line for its own account as the 
lessee of the tracks or of the use of the tracks, and in that event it is 
the carrier. The lessor is a passive creditor, drawing its compensation 
in the form of rent fixed in the lease. The lessor has no interest in the 
public transportation service whatever, so long as the lease endures. 
Its interest lies in protecting its rights in the event of default, and 
that is why these other New England lines are so concerned, because 
they see the Boston & Maine faced with a maturity of its principal 
bond issue in 1960, and they see the Boston & Maine headed by a man 
who recently headed the New Haven, and who understands thoroughly 
the Boston & Providence situation and how the gilt-edged Boston & 
Providence was shaken down and put into a dungeon where it has had 
no income for 20 years. 

That is the only interest of the lessor company in the future rights. 
It is to protect the security. 

These leased-line stocks have all gone down severely in the last 
several months. The president of the Northern Railroad asked me to 
tell you that their largest stockholder is an insurance fund; that their 
shares are held characteristically by trust funds, widows, and orphans, 
conservative investors; and also to say that one ’ of their largest stock- 
holders has been a stockholder for exactly 100 years. That is the New 
Hampshire Savings Bank of Concord, N. H. It shows the quality of 
these leased-line securities that have been established and were taken 
for granted until this terrible Boston & Providence experience. 

I have said that the relationship between the operating company 
and the owner is one of two types: either the operating company oper- 
ates as lessee and carrier, or it operates for the account of the owner. 
In the case of the New Haven, the main-line route runs from Boston to 
New York. It is known as the Shore Line Route. The New Haven 
trade name is used throughout. But actually, there are four owner- 
ship estates involved. It begins on the north side of Boston and runs 
across Boston over tracks owned by the Union Freight Railroad Co., 
which the New Haven operates as agent for the account of the owner. 
Therefore, the Union Freight Co. has full rights to qualify as a carrier 
and to have its shares of the revenues protected i in the form of divisions 
or in the form of arbitrary terminal charges, whatever the form is. 

The second carrier estate is the Boston & Providence. So long as the 
lease endured, Boston & Providence had no interest in the revenues 
from the public service. It drew its income entirely from the lease. 
The moment the lease was rejected, however, it was thrown back on the 
net earning of the Boston & Providence lines from the shippers and 
travelers. 

There has been a confusion between two fields of law. One is the 
field of reorganization, the adjusting of debtor and creditor relation- 
ships, which is properly handled in a bankruptcy court or an equity 
reorganization court. The other is the field of the regulation of reve- 
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nues which a common carrier by railroad can be allowed to receive from 
the shippers and travelers. 

I would like to disagree wtih Mr. Baker to the extent of saying that 
I just do not think that the bankruptcy court properly has the power 
to regulate the operating revenues receivable by a carrier from the 
shippers and travelers in interstate comerce. That is, as the chairman 
pointed out, a legislative function, and Congress has delegated it to 
the Interstate Commerce Commission to administer under carefully 
specified standards. 

Getting back to my Wisconsin Central illustration: When the lease 
was rejected, the lease terminated. At that point the Wisconsin Cen- 
tral company faced the full burdens of carrier status. It owned its 
lines ind it owned the public franchises, and was charged with the 
obligations of maintaining the service under the franchises. Those 
obligations fall into two classes: administrative and financial. That 
is, the corporation had to pay the bills, and it had to go and find some- 
body to perform the service and do the work. So in the Soo Line re- 
ceivership situation, an arrangement was worked out whereby the Soo 
Line was appointed to continue to operate the Wisconsin Central Line 
for the account of Wisconsin Central. That was done by agreement. 

The Wisconsin Central relationship was recently described in de- 
tain by the Commission. The Commission described the relationship 
which applied after the lease was terminated, saying: 

Generally, the properties of the Wisconsin Central are operated as an integral 
part of the Soo system, by the Soo, as agent for the Wisconsin Central. The 
Soo pays no rental to the Wisconsin Central, but is obliged to turn over to the 
latter all net earnings derived from the operation of its properties. 

I have a copy of that ICC report which I will introduce for the 
convenience of the committee. 

Senator Carrott. What was the date of that ? 

Mr. Roop. I believe it was 1957. 

Senator Carrot. You will have it for the record, anyway. 

Mr. Roop. Yes, I will. 

Senator Carrouu. I just wanted to know how recent it was. 

Mr. Roop. Ihave ithere. Yes, 1957. 

I offer this, and the quotation that I just read is marked in red on 
page 415. 

Senator Carroti. That will be placed either in the file or in the 
appendix of the record. The Chair will later determine that, after 
seeing how voluminous this hearing becomes. 

Mr. Roop. In that particular decision which the chairman holds 
in his hand, the Commission expressly allowed Soo Line to adopt 
a policy with regard to the routing of through eastbound freight, so 
as to discriminate against Wisconsin Central in routing certain 
through freight to the East. But neither the use of the Soo Line 
name nor the discrimination against the principal by the agency in 
any way altered the agency nature of the relationship. 

Thus, the Wisconsin Central receives fair divisions on through 
traffic which it interchanges with all carriers at Chicago, and it re- 
ceives fair divisions on through traffic which it interchanges at the 
Twin Cities, including through traffic interchanged with the Soo 
Line proper at the Twin Cities. And those divisions are protected 
by section 15 (6) of the Interstate Commerce Act. 
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Now getting down to the New England situation, the Boston & 
Providence estate is the owner of the tracks between Boston and 
Providence, it owns the franchises, and the line is operated for its 
account by the New Haven, which connects at Providence in the same 
way that the Soo Line connects with Wisconsin Central at the Twin 
Cities. 

From Providence to New York, the Shore Line is owned by the 
New Haven and is operated by the New Haven as principal, except 
that the through freight service south of a place known as Port 
Morris involves another carrier which is known as the New York 
Connecting Railroad Co. The New York Connecting Railroad Co. 
owns the Hellgate Bridge route, and I am sure that everybody in 
this room is familiar with the "Hellgate Bridge. The New York 
Connecting Railroad Co. is the carrier of the freight from north of 
New Y ork across Long Island, down to the w aterfront at a place 
called Bay Ridge, and then over b ferry to a place called Green- 
ville Pier, which is the railhead of the Pennsylvania Railroad Co. 
for New England freight. 

I once discussed our situation with a former commissioner who used 
to be in charge of the reorganization work, Commissioner Mahaffie. 
I said, “Commissioner, I suppose from where you sit in Washington, 
Boston and Providence just look like two spots on the horizon up 
somewhere toward Labrador. But from where we sit in Boston, it is 
the Boston through traffic which converts the Connecticut Shore Line 
into a great main route and supports the tremendously expensive facil- 
ities of the New Haven in New York, such as the New York Connecting 
Railroad. 

“The New York Connecting Railroad is mortgaged for $3 million 
a mile, and by contrast, the Boston & Providence Railroad has never 
been mortgaged at all.” 

Commissioner Mahaflie said, “Oh, the New York Connecting Rail- 
road makes money.’ 

I said, “How is that possible?” 

He said, “Because they got their divisions increased.” 

—_ that isthe or igin of this whole proceeding. 

said, “Do you mean to say that the New York Connecting Railroad 
ye divisions?” 

He said, “ Yes.” 

I said, “Why don’t we?”—“we” being Boston & Providence. 

He said, “Because the New York Connecting Railroad is a separate 
corpor ation. It has separate directors. Boston & Providence is a 
leased line.” 

I said, “No, the lease ended when it was rejected.” 

At that point, Commissioner Mahaffiie, as I recall it, said, “But Judge 
Hincks in New Haven froze your status.” 

It is true that the Commission’s Blue Book still classifies Boston & 
Providence as a lessor rather than asa carrier. This Blue Book classi- 
fies every single railroad company in the country as either a carrier 
or as a lessor, “and it subdivides the carriers into classes I, U1, and IT, 
subdivides them into line-haul carriers or switching and terminal 
companies. 

I would like to offer some more pages from the Blue Book in which 
the Wisconsin Central is classified as a carrier on page 576, and on 
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page 563, at the bottom, the New York Connecting Railroad Co. is 
classified as a carrier,classI. The New Haven Railroad Co., of course, 
is a class I carrier, the Union Freight Railroad Co. is a switching and 
terminal carrier; but the Boston & Providence is still classified as a 
lessor company. 

Mr. Baker said that there was one other attempt to get divisions 
which he thought were similar to ours, and that was the attempt of 
owners or bondholders of the Peoria & Eastern Railroad Co. The 
Peoria & Eastern Railroad Co. is classified, quite properly, as a lessor. 

Senator CarroLu. This 66th Annual Report of the Statistics of Rail- 
ways in the United States for the year ended December 31, 1952, will be 
placed in the file. 

Mr. Roop. The Peoria & Eastern is on page 562. 

Section 77 was enacted in 1933, as a hasty measure in the depths 
of the terrible financial crisis. It was soon shown to need some amend- 
ments, and in 1935 a series of amendments were enacted, and para- 
graph (c) (6) was tacked onto those amendments by an amendment 
from the floor of the House. That legislative history is set forth in 
page 2 of the House report. 

Senator Carron. May I interrupt you at this time? 

I have just received permission from the Senate to continue the 
session this afternoon. 1 wonder if I could have some idea about how 
many witnesses are here to testify. 

Is Mr. Corbin here ¢ 

Mr. Corsry. Yes, sir. 

Mr. Roop. Mr. Joseph M. Hyman will also testify briefly. 

Senator Carroiz. Very well. Can you gentlemen give me some idea 
of about how long it will take you? I am not trying to hurry anyone 
here. I want to give you full opportunity. I am merely suggesting 
that you not take us too much into the history of the case except as it 
reflects the need and the necessity for the legislation that is before us. 

Can you give me some idea of how much longer you will be, Mr. 
Rood ¢ 

Mr. Roop. I would say I am halfway through. I have been on half 
an hour. 

Senator Carroityi. Mr. Corbin, have you some idea of about how long 
you will be? 

Mr. Corsin. About half to three quarters of an hour, sir. 

Senator Carroiit. And Mr. Hyman? 

Mr. Hyman. I would say 10 minutes would be adequate, sir. 

Senator Carroiti. If we meet at 2 o’clock, excepting for interrup- 
tions from the floor of the Senate, we ought to be out of here at 4, un- 
less I begin questioning you too much. 

Is there any other person who wants to testify in this? 

Mr. Baker, would it be convenient for you to come back this 
afternoon ? 

Mr. Baker. Yes, indeed. Iam at your service. 

Senator Carroiu. I would like to have you here, because you can 
help when we raise some of these issues. 

Would you prants to have a recess at this time, and go on at 2 o’clock? 
I think it might be better for all of us if we had a little lunch and came 


back at 2 o’clock. I see no reason why that should not be done, unless 
it interferes with someone’s plans. 
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How does that fit in with your presentation, Mr. Rood? 

Mr. Roop. That is very satisfactory, sir. 

Senator Carrotu. Is that satisfactory with you, Mr. Corbin, to come 
back at 2 o’clock ¢ 

Mr. Corsrn. Yes. 

Senator Carroti. The committee stands in recess until 2 o’clock. 

(Whereupon, at 12:15 p. m., the subcommittee recessed, to recon- 
vene at 2 p.m.) 

AFTERNOON SESSION 


Senator Carroti. Are you ready to proceed, Mr. Rood? 
Mr. Roop. All right. 


Senator Carrotyi. The committee will come to order. 


TESTIMONY OF ARMISTEAD ROOD, ATTORNEY, WASHINGTON, 
D. C.—Resumed 


Senator Carrotu. I understood you to say you would conclude in 
about——— 


Mr. Roop. Half an hour. 

Senator Carrot. All right. 

Mr. Roop. I was mentioning the enactment of section 77 (c) (6) as 
a minor amendment from the floor. That was in the summer of 
1935, which _was just before the New Haven went into reorganization. 

Section 77 had provided a set of statutory procedures which were 
supposed to be a reform over the equity receiv ae practice, but 
the explanation for the enactment of paragraph (c) (6) must lie in 
the fact that people were afraid that with this statutory set of pro- 
cedures enacted in section 77, and nothing said about leases, a re- 
organization judge might conclude that he did not have the power 
to deal with a leased line under section 77 the same way that it had 
been dealt with in the case of Wisconsin Central. 

So, paragraph (c) (6) affirmed the right of the reorganization 
judge to do just the same thing, that is, it “affirmed the return of the 
obligations of carrier status to the lessor upon the rejection of the 
lease, and then it went on and expressly authorized the lessee’s re- 
organization judge to establish an arrangement to continue the opera- 
tion of the rejected line, but without in any way altering the financial 
burden of the carrier status which had reverted to the owner by 
virtue of the rejection of the lease. 

And that is exactly what was done in the case of the New Haven, 
which went into reorganization in October 1935. 

All of the New Haven’s lines east of Providence were leased from 
a company called the Old Colony Railroad Co., and that lease was 
rejected in 1936. The Boston & Providence Lines were covered by a 
sublease and the sublease was rejected in 1938. 

Senator Carrot. May I interrupt at this time ? 

Mr. Roop. Yes. 

Senator Carroii., Before the enactment of the Bankruptcy Act, 
that is—— 

Mr. Roop. Section 77. 

Senator Carroiu. Section 77, what was the basis of the jurisdic- 
tion of the courts? Was it equity jurisdiction ? 
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Mr. Roop. Equity jurisdiction. Equity jurisdiction, and the re- 
organization was put through through the device of foreclosure and 
sale. 

Senator Carrott. Have there been any decisions construing the 
effect of section 77 as limiting the jurisdiction of a Federal court, 
equity jurisdiction? Has that ever been construed to your knowledge ? 

Mr. Roop. May I go off the record a minute ? 

Senator Carrotu. Yes. Off the record. 

(Discussion off the record.) 

Senator Carrotu. Mr. Baker, are you qualified to talk on that 
subject ? 

Mr. Baxer. I am not sure I understand the import of your ques- 
tion, Senator. 

Senator Carro.tu. Well, I want to know before this section 77 be- 
came law what the basis of the court’s jurisdiction was. The state- 
ment was that there was an equity jurisdiction. 

Mr. Baker. That is right. 

Senator Carroti. Now, after the enactment of section 77 (c) of 
the Bankruptcy Act, I want to know what the effect of that legisla- 
tion was upon the court’s jurisdiction, if any. Have there been any 
cases construing ¢ 

Mr. Baxer. Of course, there have been many cases interpreting 
various provisions of section 77. It has not been construed as depriv- 
ing the courts of equity jurisdiction that they had before. That is, 
there still may be a receivership of a railroad and it could be reorgan- 
ized in an equity receivership proceeding, but section 77 afforded an 
additional means of reorganizing railroads under the provisions incor- 
porated in that section. 

Senator Carroti. Has there ever been any dispute in any of the 
cases that a conflict of jurisdiction existed on the part of the court 
or the ICC about the right of the ICC to fix rates? 

Mr. Baxer. Not to my knowledge. 

Senator Carroti. Has there ever been a contest raising the issue 
whether or not the ICC has a right to make an equitable division of 
revenues arising out of rates ¢ 

Mr. Baker. To the extent that there are joint rates, there has been 
no dispute to my knowledge. 

Senator Carroty. And no conflict with the Federal courts. 

Mr. Baker. No, sir. 

Senator Carro.u. I mean the Federal courts have followed that in 
their decisions, or has it ever arisen to your knowledge? 

Mr. Baxer. I don’t believe it has ever arisen and been the subject of 
a formal decision. 

Senator Carroiu. Mr. Corbin, you look like you want to be recog- 
nized. May I have your name, please ? 

Mr. Corsin. Herbert H. Corbin. 

May I first read from the first subsection of section 77 : 


If the petition is so approved, the court in which such order is entered shall, 
during the pendency of the proceedings under this section and for the purposes 
thereof, have exclusive jurisdiction of the debtor and its property wherever 
located and shall have and may exercise in addition to the powers conferred 
by this section all the powers not inconsistent with this section which a Federal 
court would have had if it had appointed a receiver in equity of the property of 
the debtor for any purpose. 
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Senator Carrot. Now, in relation to my question, what is your 
interpretation of what you have read, Mr. Corbin ? 

Mr. Corsry. I think to a certain extent the powers which a Federal 
court formerly had in equity were carried forward by that provision, 
provided there was no inconsistency in the prior pr actice with what 
was set up in this statute. 

Senator Carroti. Well, I think that will be enough for now. I 
don’t want to interfere with the continuity. We will come back again 
to that question and you may respond to that, too, Mr. Baker. 

Mr. Baxer. Senator, this might throw light on that question. In 
paragraph 2 of subsection c of the statute, it provides: 

The trustee or trustees so appointed, upon filing such bond, shall have all 
the title and shall exercise, subject to the control of the judge and consistently 
with the provisons of this section, all of the powers of the trustee appointed 
pursuant to section 44 of this act or any other section of this act, and to the 
extent not inconsistent with this section, if authorized by the judge, the powers 
of a receiver in an equity proceeding, and subject to the control of the judge and 
the jurisdiction of the Commission, as provided by the Interstate Commerce Act, 
as now or hereafter an.ended, the power to operate the business of the debtor. 

The signific: ant part is “subject to the jurisdiction of the Com- 
mission,” referring to the Interstate Commerce Commission; the 
power to operate the business of the debtor. So, the trustee is subject 
to the Interstate Commerce Act in his operations of the railroad. 

Senator Carrot. Well, that raises one question inmy mind. There 
is, in my opinion, no doubt that the ICC has the absolute right to fix 
the rates over any court because of the nature of the Interstate Com- 
merce clause in the ICC. That is a delegation of legislative function 
delegated to the ICC, not a judicial function but a : legislative func- 
tion. Congress has delegated that to the ICC, to fix rates which in 
turn regulate commerce. This question is not so clear in my mind 
of whether or not the revenues that accrue as a result of those rates, 
whether that is in equity hearing, in an equity proceeding, whether the 
division of those is a judicial or a legislative function. And I am not 
so sure about that and I would be glad to hear for the record, has this 
question ever been raised in litigation? I ask you experts in law if 
there ever was this distinction. 

Let us go off the record. 

( Discussion off the record. ) 

Senator CarroLL. Now we will go back on the record. We will pro- 
ceed. Go right ahead. 

Mr. Roop. The divisions which the Commission fixes are usually 
expressed in forms of percentages. I have before me divisions be- 
tween Chicago and Providence fixed by the Commission. 

Senator Carrott, Are you speaking of divisions of revenue? 

Mr. Roop. The divisions which the Commission fixes are usually 
expressed in terms of percentages. 

Senator Carrot... Are you speaking now of divisions of rates when 
you refer to divisions? You see, for the record 

Mr. Roop. It is a percentage. 

Senator Carroiu. For the people who read this record, they don’t 
know what you mean by “divisions. 

Mr. Roop. That is just what I am trying to get at exactly. 

Now, it is expressed in terms of 23 percent to the New Haven and 
17 percent to the New York Central system. This is on a particular 
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route from Chicago to Providence over the New York Central system 
as far as Worcester and then down over New Haven’s system into 
Providence. 

The division is a percentage of the joint rate. The revenues are 
received by the carriers from the shippers and travelers in the form 
of joint rates applied to each unit of traffic, whether it is passenger 
or freight. If the joint rate is $1 per ton and 50 tons are Ses 
then the joint revenues are the rates times the units of traffic, totalin 
$50, and in the division accounting, that 23 percent would be sontied 
to the entire freight bill of $50. The rates and divisions are something 
like tax rates. 

Now, we have tried to draw an analogy with tax rates. We say, oh 
yes; the reorganization court up in New Haven retains control over 
the accounting and the judge would approve the accounting for the 
payment of the taxes, but the judge would not thereby get the power 
to fix the tax rates. 

And in the same way, the judge would have the accounting over 
the apportionment of the revenues, but would have to accept the 
regular authorities’ fixing of the revenues in the forms of rates and 
divisions. 

The Commission has decided many cases adjusting the divisions and 
I recall the recent decision changing the divisions on oranges from 
Florida to New York, moving through Washington, and I see Ex- 
aminer Kirby sitting in the corner who is presiding in the reorgani- 
zation of the Florida East Coast under section 77, and I am sure 
he would agree that the Commisison’s fixing of the divisions apply 
to the Florida East which is being reorganized under section 77 just 
as much as it applies to any of the other roads along the way. 

Senator Carrotit. May I ask—this may clear up something—I have 
not read these decisions. I have tried to keep away as much as I can 
from the decisions in this case. I want to find out, was this question 
raised in the court at all, this question of jurisdiction ? ; 

Mr. Roop. This question of jurisdiction was raised on an appeal 
which we brought in the courts from the Commission’s denial of 
divisions to the Boston & Providence. Oh, yes; and I am coming 
to that. 

Senator Carrom. All right. You go right ahead. I do not want 
to be injecting something that is foreign in this hearing, and I won- 
dered if the question of jurisdiction had ever been raised. 

Mr. Roop. It is right in the main stream of this problem. 

Of course, the Commission’s jurisdiction over the fixing of total 
rates came first historically and its jurisdictions to fix divisiong was 
added in the Transportation Act of 1920, when the railroads were re- 
turned from the Government back to the carriers, and the authorita- 
tive treatise on the Transportation Act is a book by Prof. Leo Sharf- 
man of the Interstate Commerce Commission written in several 
volumes. 

In volume 1, he deals at length with the philosophy of section 15 
(6) and shows how it completes the Commission’s regulation of rail- 
road revenues which up until 1920 had been asserted in order to pro- 
tect the public from being overcharged, whereas after 1920 the Com- 
mission was also given the responsibility of protecting the railroad 
revenues from being too low. 
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Now, especially in the East, the great current of railroad traffic 
is normally east-bound into the big manufacturing areas. The New 
England railroads conduct a business which is devoted largely to 
in-bound freight which they receive from the western roads or the 
southern roads and deliver to these little factory towns all over New 
England. The Commission’s power to protect the New England 
railroad systems could not be effectively asserted just by regulation 
of the total rates. It also readjusts the divisions and the constitu- 
tionality of section 15 (6) was fought and established in a case known 
as the New England Divisions case, and that 23 percent division on 
freight into Providence which I mentioned represented the old divi- 
sion of 20 percent plus a 15 percent increase which the Commission 
had awarded in the New England divisions case, which came right 
after 1920, making a total of 23 percent. 

So that today the Commission’s power over the divisions of rates 
is certainly meant to be coextensive with its power to fix the total 
rates, and I am sure that examination of Professor Sharfman’s ex- 
haustive treatise will bear that out. 

Paragraph (C) (6), enacted in 1935, mentioned that the financial 
responsibility would return to the owner upon the rejection of the 
lease, and it authorized the judge upon the request of the owner to 
appoint the lessee or the former lessee to continue to operate but only 
for the account of the owner; in other words, only on the agency 
basis instead of the lessee basis. 

In fact, Judge Hincks at New Haven referred to the operating 
account several times as the agency account. Section (C) (6) was 
entirely silent about how the revenues should be divided. It said 
nothing about it. And I have referred to the Wisconsin Central case 
and the New York Connecting Railroad, and Mr. Baker just men- 
tioned the New Jersey & New York. Those three examples illustrate 
what would happen if section (C) (6) were not in the picture. 

Now, section (C) (6) said nothing about it. It did not mention 
how the revenues should be divided at all. It was interpreted in the 
case of Boston & Providence as authorizing the lessee’s judge to retain 
the property so that when the Boston & Providence went into reorgani- 
zation up in Boston, the Boston judge has never been allowed to get 
the property or to exert any control over it whatever. 

The New Haven reorganization is supposed to have been completed 
in 1947, but the reorganization proceeding is kept alive in order that 
the New Haven judge can keep control over the operation of the Boston 
& Providence, and the view of the courts is that although the New 
Haven trustees have been discharged and the property has been 
returned back to the New Haven directors, the New Haven directors 
stand in the shoes of the New Haven trustees as successor operating 
agents for the account of the Boston & Providence, and this thing 
goes on and on. 

If you read paragraph (C) (6), it says that this shall continue 
until the railroad is abandoned. Now, it is unthinkable that the rail- 
road is going to be abandoned. Our trustee brought a petition to 
abandon the railroad but, of course, it got nowhere. 

Senator CarrotL. You mean the trustee of the Boston 

Mr. Roop. Boston & Providence. We have a trustee in this. The 
trustee of the Boston & Providence was appointed by the Boston 
court, but he is not allowed to touch the property. 
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The Boston & Providence has a property which is given a valuation 
by the Interstate Commerce Commission Bureau of Valuation of 
$36 million. That is the valuation of ee roperties used in the 
public service consisting of current market value of lands and cost 
of reproduction less depreciation for improvements. 

The capitalization of the Boston & Providence consists of this ve 
small bond issue of $2,170,000 plus 36,688 shares of old capital stoc 
which dates from 1831 when $100 was originally paid in per share, 
bringing the valuation down to date, using that Commission figure 
which was a figure made up for January 1, 1954, after deducting the 
principal amount of the bonds, it left an investment value of $940 
per share. 

Now I don’t say that we ought to get $940 per share because a large 
art of that is due to the inflation. But the stock sold over $250 be- 
ore the lease and it never had gotten down below $200 until this 

present trouble began. That was because the line was always very 
profitable and the conservative management never sought to expand 
the system, but, instead, they plowed the earnings back into construc- 
tion of improvements up until the property was leased-in 1888, and 
they went out of the railroad business. 

Under the lease Mr. Baker referred to the consideration, rental 
consideration for the lease, and he might have mentioned also that 
the lessee was obliged to continue that policy of plowing earnings 
back in this way. The lessee was obliged to make all improvements 
during the term of the lease at its own expense and was also obliged 
the retire the entire debt. The debt today is less than it was when 
the lease began. That has been due to the application of a sinking 
fund up until 1938. So that the capitalization of this railroad com- 
pany is lower than it was in 1888. 

ow the traffic was shown in the proceedings to have an average 
freight density of 150 percent of the density for the New Haven sys- 
tem proper. The importance of the towns is shown if you will glance 
at the timetable. I have marked all the Boston & Providence parts 
in red. And, of course, we have the through passenger service which 
is the end of the line which really begins here in Washington. In 
other words, if you run up the coast from New York to Boston, 
Providence is just as far north as Baltimore is south, and then Boston 
is about 40 miles farther, so that in the geography of railroading, 
the Boston & Providence line rather resembles north of New York 
the position that the section between Baltimore and Washington has 
on the Pennsylvania system south of New York. 

So we have plenty of investment value. We have plenty of traffic. 
And we have the protective regulation of the Interstate Commerce 
Act. Given those three things, compensation is unavoidable, and yet 
we have not had a cent of earnings since 1938, and instead we have 
been told that our property has no value whatever from an earning 
cme standpoint, so that whatever the New Haven offers to pay to 

uy it rules its value since that is the highest offer. 

Section 77 makes perfectly clear that the primary test of value of 
a property in reorganization is its value based upon its prospective 
earning power. ‘The Commission has found that the Boston & 
Providence line has no prospective earning power. Now, you see, 
given the investment value and the traffic and the Interstate Com- 
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merce Act regulation, that is an impossible finding, but here is what 
they say. 

The Commission says: 

Obviously, it could not survive on the revenues assigned to it by the segrega- 
tion formula and would, therefore, have to receive very much larger allowances 


on the through traffic than those allocated by the formula. How much larger 
allowances would be necessary— 


et cetera— 
is not shown by the record. 


In other words, what happened was this, Your Honor. The New 
Haven went into reorganization in 1935 with a very heavy structure 
of debt which had nothing to do with the Boston & Providence. It 
had a complicated structure of bond issues. Its line from Providence 
down to New York was heavily mortgaged. The bonds were held 
chiefly by insurance companies. The insurance companies had a 
privileged position in section 77 written into the act in which they 
were given special privileges to form insurance company committees 
to appear in these reorganizations and speak for their interests gen- 
erally. They had no trouble in deciding that they owned more bonds 
on the line between Providence and New York than they owned east of 
Providence, and a segregation formula was proposed in which all 
the earnings of the system were divided east and west of Providence 
and all the earnings were apportioned to the part west of Providence 
and none whatever to the part east of Providence. 

Now that was a formula which—as I understand it, that formula 
came out of the engineering firm of Coverdale & Colpitts. I know 
that a Mr. John Slater used to say he wrote the lea and he then 
worked for Coverdale & Colpitts. Later on he became chairman of 
the New Haven Railroad Co. 

It was submitted to the New Haven trustees. The trustees were the 
president of the railroad company plus the president of the insurance 
company. A third trustee had been appointed, a professor at Yale. 
He died and is not involved in this. 

The trustees took the formula and it was used in the New Haven 
reorganization proceedings as a basis for deliberations to guide them 
in estimating the value of the different lines and to guide them in 
offering proposals to the security holders who held mortgages on the 
divisional segments or the leased lines. 

Senator CarroLu. What date ? 

Mr. Roop. This was—Mr. Corbin will correct me—I think in the 
spring of 1937. 

Mr. Corsin. The origination of the segregation formula ¢ 

Mr. Roop. Yes. 

Mr. Corsin. 1936. 

Mr. Roop. 1936. As early as that. You see, in those days the 
Boston & Providence was still out of the railroad business entirely. 
It was headed by a very distinguished old lawyer who was chairman 
of the Boston Symphony Orchestra and a director of the savings bank 
which held all the boule and they had no thought whatever of going 
into the railroad business. They were simply a bookkeeping device 
to draw the rental income from the New Haven and to hold the title 
to the properties, which was their very valuable security. 
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The New Haven judge did not know what to do about this formula. 
The formula was proposed and an accounting was made up under it 
for a test period, and the accounting for the test period in 1937 appor- 
tioned all the earnings west of Providence and none east. The Judge 
referred the matter to the Interstate Commerce Commission for their 
recommendations, not for their approval. 

Section 77 was supposed to be a reform statute and the most im- 
portant reform was bringing in the Interstate Commerce Commission 
to act as an impartial expert to which these technical questions could 
be referred. Under the Interstate Commerce Act the Interstate Com- 
merce Commission acts as an administrative agency holding powers 
delegated expressly from Congress in statutes. Under the Bank- 
ruptcy Act the Commission serves as an arm, and adviser, to the 
court of equity. 

The Commission made a report on the formula, It held no hear- 
ings on the merits of the formula. It was a brief proceeding. I do 
not know whether you have a copy of our petition for certiorari to the 
Supreme Court which we filed this year, but it is this gray pamphlet. 

I would like to offer this for the record in order to refer to descrip- 
tions that are in there and save having to duplicate it in our testi- 
mony here. 

Senator Carrot. It will be accepted for the file. 

Mr. Roop. This document is the petition for certiorari filed on be- 
half of the Boston & Providence over the reorganization plan on 
March 17, 1958. I cite pages 25 to 28 which describe the Commis- 
sion’s report on the formula in the New Haven reorganization pro- 
ceeding. 

Senator Carroiu. Now, if I may interrupt, as I understand—this is 
in the record—it is being admitted by Mr. Baker of the ICC that they 
did participate in this formula. 

Mr. Roop. Oh, yes. 

Senator Carrot. They made a recommendation to the court; sub- 
sequently there was another formula presented. I want to be cor- 
rected if I am wrong on this. And this was presented on July 30, 
1954. 

Mr. Roop. No. Iam afraid that is wrong. 

Senator Carrott. Now let us see whether we have—I have my 
notation here and I will ask Mr. Baker what does the date of July 30, 
1954, with reference to the Boston 

Mr. Baxer. That date has to do with—I believe it was sometime 
in 1954, at least, that the Commission approved a plan of reorganiza- 
tion for the Boston & Providence Railroad. Now that did not in- 
volve the segregation formula. 

Senator Carroti. Well, in that plan of reorganization was there 
any attempt to fix rates or revenue formulas? What was the purpose 
of the reorganization plan of the Boston & Providence reorganiza- 
tion? I am asking this of Mr. Baker. What was the purpose of it? 

Mr. Baxer. Normally the purpose of a reorganization, of course, is 
to revise the capital structure of a railroad and to apportion new 
securities among creditors and stockholders in accordance with their 
interest in the property, and to place the reorganized company in a 
position to resume operations as a sound railroad corporation. 
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Senator Carrot. But, as I understand the record, they have be- 


come bankrupt, brought themselves under the Bankruptcy Act in 
August of 1938. 


Mr. Baxer. That is right. 

Senator Carrot. And now we are talking about a reorganization 
in 1954 in which the ICC participated. Did “they receive any revenue 
between 1938 and 19544 

Mr. Baxer. No; they did not. 

Senator Carroti. What, then, was the purpose of the reorganiza- 
tion? Itisnot clear to me. 

Mr. Baker. Well, the reorganization proceedings started in 1938 
and prior to this decision, in July 1954, there were a lot of other 
steps taken. The Commission, I ‘believe, first approved a plan in 
1940 and it was disapproved by the district court, and the Commission 
later approved a plan in 1943 which was disapproved by the district 
court. 

Senator Carroti. What district court ? 

Mr. Baker. By the Massachusetts district court. 

Senator Carrotu. Oh, I see. 

Mr. Baker. Ultimately the plan which received the court’s ap- 
proval was approved by the Commission in early 1954, and on July 

30, 1954, the date to which you have referred, the Commission denied 
petitions for modification of that plan. 

Immediately thereafter they certified the plan to the district court 
in Massachusetts. 


Senator Carroii. Did the Commission in its hearings—was the pur- 


pose of these hearings to set a rate or make an equitable distribution 
of revenue in any way ? 

Mr. Baxer. No. That was not involved in the reorganization plan. 

Senator Carrott. What was involved in the reorganization, briefly 

Mr. Baxer. The disposition of the property of the Boston & Provi- 
dence Corp. and a distribution of whatever assets the corporation had 
to its creditors and stockholders. 

Mr. Hyman. Senator Carroll, may I interject something here? I 
think it would simplify things somewhat. 

The plan for reorganization of the Boston & Providence is a plan 
which consists stash of an order by the ICC that the Boston & 
Providence Corp. shall sell its property to the New Haven on the 
basis of the finding of value which consists of the finding that the 
Boston & Providence has no earning power and can have no earning 
power. 

Now the issue that is raised—that is, the issue was raised by us in 
the 1956 proceeding. We raised the issue in the 1956 proceeding that 
under the Interstate Commerce Act we were entitled to a division of 
revenues between the Boston & Providence and the New Haven or 
any other line which we had joint rates which would give us some 
return on our property. 

Now we were unsuccessful in our 1956 complaint. That is, the Com- 
mission said they had no jurisdiction. After they said that they had 
no jurisdiction, it was at that time that we sought legislative relief. 
That is, we sought for clarification of section 77 (ce) (6) so that it 
would be clear that « railroad in the position of the Boston & Provi- 
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dence would have the right to a division of rates under the provisions 
of the Interstate Commerce Act. 

So, as Mr. Baker says, the issue of the division of revenue was not 
before the Commission, that is, in so many words, in the reorgani- 
zation. It was before the Commission to the extent that the Com- 
mission in reorganizing the property had to make a finding with 
ie tt to its potential earning power. | 

enator CarroLi. Well, the thing that is giving me some concern in 
understanding this, we have the New Haven going into bankruptcy 
proceedings. The Boston & Providence Railroad is a nonoperating 
railroad, has no rolling stock, but is an old line company making 814 
percent, paying 814 percent dividends, but the entire source of its 
revenue evidently comes from a lease of long standing. 

Mr. Hyman. Yes. 

Senator Carroti. Which has been declared to—well, it has just been 
ended, an expired lease. It has beenended. And then the court gives 
to the trustee the right to operate the Boston & Providence, and from 
the testimony, if I understand it clearly, since 1935, it has had no rev- 
enue whatsoever, and as a result of having no revenue, as a result of 
court orders and the assumption of control, it went into bankruptcy in 
1938. 

Now this has been going on for 20 years, and is the purpose of this 
reorganization now to say that it is of no value? It has no rolling 
stock. . What happened to the people who owned the bonds and 
stocks ? 

Mr. Baxer. Well, the Commission did not find that it had no value. 
The Commission found that it did have a value and required the New 
Haven Railroad to pay certain considerations for the property. 

Senator Carroti. Was that your order of July 30, 1954? 

Mr. Baker. The order of January 5, 1954. The order of July 30, 
1954, refused to modify the prior findings. 

Senator Carroxw. I see. 

Mr. Roop. I might help out by going a little further with the 
chronology. 

I was describing the origin of the formula which was introduced to 
guide the people in the New Haven reorganization down in New 
Haven about the various matters in the reorganization. A petition 
was filed on behalf of the bond holders, the insurance committee again, 
to have the Boston & Providence lease cut off, and after quite a bit 
of deliberation, the New Haven judge allowed the lease to be ended in 
July 1938. 

The Boston & Providence Co. was then notified of the rejection and 
was told that the rejection was retroactive, and that the operation 
should be deemed to have been conducted on an agency basis since 
1936 and that so far the Propecty had chalked up a deficit incurred 
by the operating agent of $3,955,000, and the New Haven judge im- 


posed a lien against the Boston & Providence properties to secure the 
reimbursement to the operating of that amount or of such amount as 
should finally be approved. 

Now that accounting still awaits adjudication. Since that time, for 
all practical purposes, the rest has been silence except for a great deal 
of efforts, none of which have been successful. 
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Senator Carrotu. Was that ruling ever appealed by anyone back at 
that point ? 

Mr. Roop. Oh, y 

Senator Cusietes, What has happened to that? 

I do not want the citations, but just tell me what happened to it. 

Mr. Roop. Yes. 

Senator CarroLi. Well, did it go to the circuit court of appeals? 

Mr. Roop. Yes. 

Senator Carrot. What happened to it ? 

Mr. Roop. The circuit court of appeals—This was done for two com- 
panies. It was done for the Old Colony. It was done for the Boston 
& Providence. 

The Old C olony appealed first and they were told they were too late, 
that they should have complained when the Commission was consider- 
ing that question and advising the court about the formula. 

Senator Carroti. What was the date of that appeal ? 

Mr. Roop. That was in 1939. 

Right after that, the Boston & Providence appealed in 1940, and they 
got a different answer. That is set forth on page 30 of that petition 
for certiorari. 

The court made a cryptic utterance, saying that Boston & Providence 
cannot procure any change by the Commission in the segregation 
formula. However, Boston & Providence is free to oppose the appli- 
cation of that formula to the operating account. 

That is not a direct quotation but that is about what it says. The 
correct quotation is on page 30. 

They went back to the ‘New Haven court and started to litigate the 
accounting in 1937. They put a witness on, and the New Haven 
counsel stood up and said : 

“He is not applying the formula. This is entirely apart from the 
formula. And the court of appeals said that Boston & Providence 
cannot procure any change in the formula.” 

So, the district judge said, “Yes; that is right. They can’t.” 

And he took the view that the court of appe: eals foreclosed any change 
of the formula. 

Now we do not think it did. But courts over and over since then 
have said that it did. 

We think that all that the court said was, “Sure, the formula was 
promulgated. Your lease was rejected on the basis of your formula. 
You are not going to change that. That is final. But, as to whether 
it should be applied in your operating account, that is another ques- 
tion.’ 

On the other hand, we do not have any other basis, because the court 
also said that the district court could not take this up as an original 
question. 

We do not see how the district court could proceed of itself. Section 15 (6) of 
the Interstate Commerce Act gives power to divide the rates only to the Commis- 


sion. And the sole alternative to the course here taken would seem to have been 
an independent proceeding between the two roads under that section. 


Well, the 

Senator CarroLL. What was the date of that ? 

Mr. Roop. That was in the 1939 decision. That is quoted in the 
petition on page 29. 
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Now the accounting was allowed to be stalled because Boston & 
Providence people were told that the whole thing would get straight- 
ened out and a plan of reorganization in which they would be invited 
to sell their properties to the New Haven at a fair price, and the 
accounting claims would all be waived, while the account would 
undoubtedly show an enormous deficit, and they did keep the account 
until 1947, and, by that time, the deficits had come to $17 million, or 
something more than $400 a share of our stock. 

They said, “Well, we will waive all that.” 

In 1954, our trustee asked the New Haven president for a current 
accounting, and the New Haven president replied back that an ac- 
counting would serve no useful purpose, because they were sure it 
would only show deficits, and they were willing to waive the deficits, 
on condition, however, that we sell our property to the New Haven. 

And the price for the New Haven to buy the property would be 
payable in New Haven securities, which are now worth $1,800,000; 
and that is 5 percent of this rate-base valuation figure which the Bu- 
reau put out in 1954; and if that is not the very essence of confisca- 
tion, we have never seen it. 

When the Commission finally approved that New Haven offer in 
1954, we then went back to Judge Learned Hand’s advice that an 
independent proceeding be brought under section 15 (6), and we 
brought that proceeding. And the Commission referred it to its 
Bureau of Rates, and the Bureau of Rates said: 

“You don’t have joint rates, so we won’t divide.” 

We said, “Well, you ought to prescribe joint rates. As a matter of 
fact, we do have joint rates, because the New Haven files the tariffs 
for us, and it is an agency arrangement.” 

And they said, “Well, it doesn’t shown on the tariff covers.” 

And what they meant was that the New Haven files tariffs and 
lists—it files them on behalf of the New York Connecting Railroad 
Co. and the Union Freight Railroad Co., which I mentioned earlier, 
and several other small lines; but does not mention Boston & Provi- 
dence. 

So the Bureau of Rates said, “You are not shown as having any 
joint rates. Therefore, we will not divide.” 

Now on appeal—we appealed to a three-judge court, and the Com- 
mission came and said: 

“There is no point in your filing joint rates, because the matter 
is all being reserved by the judge in New Haven under section 77 
(c) (6).” And the court agreed with that, and the court also per- 
ceived that Boston & Providence must be either a carrier estate or a 
lessor estate, and it took a big breath and said that Boston & Provi- 
dence is legally still a lessor to the New Haven, “and New Haven 
is still the lessee of Boston & Providence’s facilities; and they will 
continue so for as long as the Connecticut Federal court allows the 
New Haven to run Boston & Providence under section 77 (c) (6) of 
the Bankruptcy Act, or until the line is abandoned.” . 

In other words, we are in the dungeon forever. 

Now we have had two Supreme Court proceedings. The first was 
our direct. appeal to the Supreme Court under the Interstate Com- 
merce Act over the denial of divisions, and that proceeding is set 
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forth in our statement to the Supreme Court in the blue pamphlet, 
which I guess I had better introduce to complete the presentation. 

The three-judge court also said that we were not proper parties, 
being only stockholders. 

We did not take that very seriously, but we went up to Boston 
and asked the judge to have the trustee joint us to perfect the parties, 
which the Boston court did; and the Boston court held up con- 
sidering this Commission plan for 2 years in order to see if our Su- 
preme Court proceeding would not solve the problem. 

The Supreme Court summarily affirmed the decision of the lower 
court. 

uae filed a motion to clarify and the Supreme Court refused to 
clarify. 

We do not know what the Supreme Court had in mind, but we rather 
think that it was guided chiefly by the advice of the Solicitor General 
of the United States, who came into the Supreme Court and told the 
Supreme Court that the accounting was being taken care of in the 
Connecticut court, that our rights under section 15 (6) of the Inter- 
state Commerce Act would be fully protected in the reorganization 
plan proceeding in Boston, which was now pending, and that that 
aoe be gone through with first. 

We then went back to Boston and objected to the plan, and the 
district judge in Boston refused to upset it, saying that the béte noir 
of the proceeding was the segregation formula, but that he had no 
porn to change the segregation formula; and it was too late to raise 
that. 

Senator Carrott. What formula are you talking about now? 

Mr. Roop. I am talking about the only formula that there has ever 
been; and that is the formula under which we get no earnings at all. 

Senator Carrotu. That is the one of 1937—1936 ? 

Mr. Roop. Yes, Senator. That is before we ever had carrier re- 
sponsibilities, and the issue of what Boston & Providence would need 
to get compensation and maintain its carrier obligations was never 
considered by the Commission in considering that formula, because the 
formula was considered before Boston & Providence gained that 
status. 

But while it was only a lessor company and only sought to preserve 
its lessor status, New Haven has made much of the fact that the presi- 
dent of the Boston & Providence Co. was present at all these proceed- 
ings, and that is true. He was. But all he was there for was to object. 

Senator Carroti. Mr. Rood, or Mr. Baker, I want to ask either 
one of you a question right there : 

In view of this record, in view of this testimony, this discussion 
about the formula and refusal of the courts to hear or change, would 
this legislation that we have before us, if passed by the Senate, and 
made a part of the law, could that have he effect of changing this 
formula that was established some 20 years ago under the court 
decisions ? 

Mr. Baxer. I do not see how it could change the formula as such. 
But if the Commission in the exercise of the power given it under this 
proposed bill fixed divisions of revenue which differed from the 
formula presently in effect, I feel that would be binding in any ac- 
counting made between the carriers. 
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Senator Carrott. Would such a finding be retroactive ? 

Mr. Baker. Under the provisions of section 15 (6) it is pretty clear 
that the Commission is not empowered to give any retroactive effect 
to its decisions other than to go back to the date upon which a com- 
plaint is filed with it. In other words, its order can fix the divisions 
as of the date a complaint is filed. 

Senator Carroti. And what was the date of the complaint that is 
reflected in the record, in your records on this controversy ? 

Mr. Baxer. March 18, 1954, but, of course, that complaint is dis- 
posed of. If this bill were enacted, before the Commission could exer- 
cise any jurisdiction thereunder, there would have to be another com- 
plaint filed with the Commission, or the Commission could proceed on 
its own motion if it felt it desirable to do so. 

Senator Carroty. Are you saying, then, that this would not go back 
until 1954? 

Mr. Baxer. It does not seem so to me. 

Senator Carroii. But notwithstanding this controversy of 20 years’ 
standing, it is the opinion of the ICC that this is needed in the law for 
the future. 

Mr. Baxer. Yes. The Commission recommends its enactment. 

Senator Carrot. Have you concluded, Mr. Rood ? 

Mr. Roop. I would like to comment further on your last question 
and say that Mr. Baker is talking about the strict application of the 
Interstate Commerce Act. 

Now the divisions would necessarily be higher. It appears on page 
27 of our petition, the gray pamphlet, that our full terminal costs in 
Boston were 60 percent higher than the formula recognized, whereas 
in Providence they were 98 percent higher than the formula 
recognized. 

Also it appears on the same page in a footnote that the divisions 
granted by the Commission in the New England divisions case, if 
applied to the Boston & Providence, would result in a much higher 
allowance. 

Now a court of equity has got to take all of that into consideration. 
We leave the Interstate Commerce Act in going back into the past and 
go back into our equity position in the court where the accounting is 
still open. The accounting has got to be equitable. And where also 
in reorganization proceeding we are entitled to be valued on the basis 
of our prospective earning power. So we would not regard Boston & 
Providence as beyond redemption if this bill were passed. 

On the other hand, we appealed the plan, its approval, to the Su- 
preme Court and the Supreme Court on April 28, this year, denied 
certiorari. The New Haven had advised the Supreme Court that 
these issues of earnings had been raised in our divisions appeal, and 
we filed a very short motion to reopen the divisions appeal, pointing 
out that the Solicitor General had said it was too soon before, and 
now the New Haven said it is too late. 

In our reply brief of two pages we narrowed the issues before the 
Supreme Court down to this very question now before you, the right 
of the former leased line to have the standards of section 15 (6) apply. 
We had asked the district court to refer the question to the Commis- 
sion. What would our earning power be if we did have the standards, 





I 


Ley A opel 


rp 


a Ah ot lhUULlCUnelCOU lle 


Th Th 


me hed — i me lL O48 mom Fr ai 


OQ dad 








BANKRUPTCY 147 


and the court refused to do that, regarding the whole thing as just 
beyond redemption. 

Senator Carrotu. Well, it seems to me that we have got at least the 
basis of, say, the need—the basis of the claim for the need of this type 
of legislation, and we are getting down to 3: 15 and I have not heard at 
all from Mr. Corbin. I want to—do you want to conclude this thing? 
We are not going to be through by 4 o’clock, I can see that. 

Mr. Roop. I am glad to suspend at this point, Mr. Chairman. 

Senator Carroty. Well, I think you ought to conclude rather than 
suspend, unless you have got other points. Give me some idea how 
much farther you want to go on this. How much time you want. 

Mr. Roop. I think I might say that if this bill were enacted, these 
issues just would not arise because since the right to fair earnings 
would be established, then negotiations in the case of future reorgani- 
zations would take place on the assumption of those rights, and there 
would not be any situation like this. Nor am [I at all sure it would be 
necessary to go through a long-winded actual divisions proceedin 
even in the Boston & Providence case once the right were recgfitaed 
equitably. 

Senator Carroti. Just one further question. Did you in your pre- 
sentation—I am sure you did—to the ICC—was there much discus- 
sion about the statement of Justice Learned Hand? 

Mr. Roop. The ICC’s decision—yes. In our divisions proceeding 
which was brought up separately. 

Senator Carroxu. Let us go off the record. 

( Discussion off the record. ) 

Mr. Roop. We, of course, argued it in our brief to the Commission 
but we were never given an oral hearing, and the Commission’s entire 
decision is on page 1A of that blue pamphlet. 

Senator Carrot. The blue pamphlet, Supreme Court of the United 
States, October term, 1955, the Boston & Providence Railroad Corpora- 
tion, Stockholders v. New York, New Haven & Hartford et al., will 
be placed in the files. 

Mr. Roop. Page 1A of the appendix is their entire decision, just 
about 10 lines, in which they did not mention it. But over in the reor- 
ganization plan proceeding they discussed it separately, saying that 
what Judge Hand meant was that Boston & Providence or Old Colony 
should have raised the question when it was before the Commission at 
the particular time in history that it was before the Commission, back 
in 1937, whereas we interpreted it as meaning if you want to get these 
rights in the present or future or any time, you bring an independent 
proceeding and bring them up that way at any time. 

Judge Hand says that they should have done this, and the New 
Haven argued that they should have done this, referred to a specific 
time in the past, and the court of appeals in our plan interpreted it that 
way saying that Judge Hand foreclosed our rights forever. We can 
never get fair earnings, which is, of course, entirely contrary to the 
whole theory of railroad regulation where the conditions are always 
changing. 

Senator Carroty. Thank you, Mr. Rood. 

Mr. Corbin, please. 
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STATEMENT OF GENERAL SOLICITOR HERBERT H. CORBIN, NEW 
YORK, NEW HAVEN & HARTFORD RAILROAD CO. 


Mr. Corsin. Mr. Chairman, I am Herbert H. Corbin of New Haven, 
Conn. I appear for the New York, New Haven & Hartford Railroad 
Co. with which I have been associated as an attorney for about 25 
years. I am now its general solicitor. 

New Haven is opposed to the enactment of the pending bill, H. R. 
982, to amend 77 (c) (6) of the Bankruptcy Act. In particular it is 
opposed to the way in which the bill, if enacted in its present form, 
would interfere with the pending reorganization proceedings for 
Boston & Providence Railroad Corp. 

It has been brought out at the hearing that the Boston & Providence 
Railroad Corp.’s property is the only former leased-line property now 
being operated for its account under the provisions of section 77 (c) 


Most of my remarks, therefore, will be focused on Boston & Provi- 
dence situation which has produced an unconscionable amount of 
litigation over the years. 

This is a very complicated situation factually. Some facts have 
not been stated. There have been a few facts misstated. But it is 
very complicated and I welcome any interruptions that might be made 
to clarify anything I have to say. 

What I propose to do is to try to make a factual statement. as brief 
and concise, to the point, as is possible, having to do merely as back- 
ground with whether or not this bill should be enacted. 

Senator Carroii. I might say to you, Mr. Corbin, at the outset, I 
tried to indicate that we did not want to go back over 20 years, but 
we have gone back a long way and you will be privileged to make a 
full statement. 

Mr. Corsrn. It is sadly intertwined, but I am going to try to—— 

Senator Carro.t,. You will be privileged to make a full presentation 
just as the others did. 

Mr. Corsrn. I will make it as brief and as concise as possible. 

I have copies of my statement for the members of the subcommittee 
which I will submit. 

Now it will clarify my statement, I think, if you will follow the 
map which is appended at the conclusion of each copy of this state- 
ment. That map shows the leased and mortgaged lines of the New 
York, New Haven & Hartford Railroad Co. as they existed in 1935. 

I want to start at the right hand part of that map. At the elbow of 
Cape Cod, a short stretch of line leading to Chatham, shown in white 
with black pyramids in it, that line had been leased to the Old Colony 
system, to which I will refer ina minute. The lease of that line was 
rejected in the course of the New Haven proceedings and that line was 
operated under section 77 (c) (6) until its abandonment was author- 
ized. The abandonment was carried out. 

Next, to the west, the black and white lines show the Old Colony 
system excluding its leased lines. The Old Colony lease to the New 
Haven was in 1893 for 99 years. That lease was rejected by the New 
Haven trustees acting as officers of the court in June of 1936. 

Incidentally, I will take very slight issue with one fact that Mr. 
Baker mentioned. It did not need the approval of the court to reject 
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that lease. The trustees of the New Haven made their own independ- 
ent studies and in the normal course rejected leases without special 
approval of the court. They filed a notice with the court that they 
had rejected it, however. 

I think their power to do so is reasonably clear under some of the 
other provisions of section 77. 

The next line of railroad on the map shown leading from the city of 
Providence down to the southeast, shown in blue and yellow, was the 
Providence, Warren & Bristol Railroad. Its lease was rejected in the 
proceedings. It was operated under the provisions of section 77 (c) 
(6) and it is still in operation. It is now a part of the New Haven 
system. 

From Providence, reaching up to Boston by way of Readville— 
Readville is 9 miles short of Boston—you see the green and blue 
checked line of the Boston & Providence [indicating |; the main line 
starting at Providence is the left arm of two lines of that color. 

It proceeds then in a north-northeasterly direction through Read- 
ville, and into the passenger station or close to the passenger terminal 
at Boston. 

There are three branch lines: from south to north, the branch from 
East Junction to East Providence; then, farther north, the short 
branch from Canton Junction to Scoton; and, still farther north, in the 
vicinity of Readville, the so-called Dedham Loop. 

I will go into the history of the Boston & Providence a little bit 
later. You have already been given some indication of what went 
on there. 

Next, to the left [indicating], the green and yellow on the Provi- 
dence & Worcester, a line under a 99-year lease. 

After considerable study, it was determined by the New Haven 
trustees to affirm that lease, although certain parties tried to get the 
lease rejected. 

Tam going to proceed westward first by leased lines 

Senator CarroLi. May I interrupt just a moment? 

T see on the map under the black and white called Old Colony a 
series of lines extending from Providence down all through the eastern 
part of Massachusetts, up into Boston, extending up into Lowell and 
Fitchburg. 

That is all Old Colony lines ¢ 

Mr. Corzin. That is correct, sir. 

Senator Carrot. What happened to those lines ? 

Mr. Corsin. Those are all subject to the Old Colony lease which 
was rejected in June of 1956. 

Senator Carroti. And that line that is indicated by Boston & Prov- 
idence—the blue and the green—was that a part of Old Colony too? 

Mr. Corsrn. That had been leased to Old Colony in 1888 under a 
99-year lease. 

Senator Carrow. I see. 

Mr. Corsrn. When Old Colony, in 1893, leased its lines to the New 
Haven, the Boston & Providence came to the New Haven by sublease. 

Senator Carro.u. That clarifies it. 

Mr. Corstn. I have just referred to the Providence & Worcester 
lease. 
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Then, extending south from Worcester, in red and gray, is the 
Norwich & Worcester, another leased line, which the New Haven 
trustees decided had some value to the system over and above the 
stipulated rent. The lease on that line was adopted. 

Farther to the west, in Massachusetts, between Holyoke and West- 
field, there is a small line there, a leased line, long term. 

There again, they determined that that had value over and above 
rental, and that lease was adopted. 

Extending from Hartford, Conn., generally westward, in red and 
yellow, was a line under a long-term lease, the Hartford & Connecticut 
Western. 

That lease was definitely determined to be a burden. The lease 
was rejected by the New Haven trustees and its operation for its 
account was carried forward under section 77 (c) (6). 

Now they are not only leased lines, but the mortgaged lines: 

Starting again from the east, the first thing that can be picked up 
coming out of Boston is a white line with narrow black lines crossing 
it [indicating]. 

Senator Carrotu. May I ask why you think it is necessary to out- 
line each of these lines and leases and whether they are mortgaged 
or not? 

Mr. Corsrn. It bears definitely on the equities of the situation, sir. 
And also on what the operation of the pending bill, if it were enacted, 
might have in a railroad reorganization program. 

Senator Carroity. Does the railroad reorganization program that 
you mentioned refer to all of these lines ? 

Mr. Corsin. The New Haven proceeding? 

Senator Carrotu. Yes. 

Mr. Corsrn. All of these lines, with the explanation that the Boston 
& Providence reorganization proceeding was in Massachusetts rather 
than Connecticut; although there is a comparable part of the New 
Haven plan to take care of the payment of consideration for the 
Boston & Providence property. 

Senator Carrouu. | have no desire in any way to preclude you from 
a full presentation, but couldn’t we by identification indicate instead 
of going into each line and where it runs from, because the map itself 
is self-explanatory. 

I wonder if we could not talk about the whole system and its rela- 
tionship, rather than going from town to town. 

Mr. Corsi. Sir, it is highly essential to go into the parts of the 
system for the purpose of determining whether or not the pending 
bill is equitable and proper. 

Senator Carroti. Then you proceed, Mr. Corbin. 

Mr. Corsry. The New England Railroad is quite a long one, ex- 
tending from Boston on the east to Hopewell Junction on the west, 
with mortgaged bonds of some $17.5 million. 

The bonds were defaulted, and, later on, largely on the basis of the 
earnings of that particular segment, as indicated by the segregation 
studies, a copy of which I have here, the bonds received 100 percent in 
new New Haven fixed-interest bonds, 4 percent. 

Interspersed throughout the system are black lines indicating the 
first lien of the old first and refunding mortgage of the New Haven, 
based largely on the segregation study. 
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The bonds were defaulted, and, based largely on the segregation 
study, the first and refunding bonds, old first and refunding bonds, 
got about 35 percent in new fixed-interest bonds, about 43 percent in 
income bonds, and the balance in new, preferred stock. 

Senator Carrow. Is that all contained in your statement which 
you submitted to the committee / 

Mr. Corsin. Yes, sir; in large part. I won’t go through all of the 
other mortgage divisions. 

Senator Carrott. That is what I had in mind. As long as it is in 
the record, you see 

Mr. Corstn. I will say this: In the case of the Little Duchess Rail- 
road, the underlying New York & New England, which was a very 
small one in south Boston’s freight terminal, the Naugatuck bonds 
indicated in yellow, the New York, Providence & Boston bonds, the 
line between New London and Providence, and there were only $1 
million in bonds there, and the Harlem River and Port Chester from 
New Rochelle to the Harlem River yards, those were the only bonds 
that were undisturbed in the reorganization. 

There generally were relatively few bonds outstanding. 

About half of the underlying bonds were defaulted and received 
treatment based on the segregation study. 

Now Mr. Rood has expressed the idea at times that, obviously, the 
Boston & Providence line, as a part of the shoreline system of the 
New Haven, is very valuable, based on valuation and so forth. 

I do wish to bring out how this interline freight traffic moves on 
the New Haven system. 

It has been stated by the proponents of the bill, quite correctly, 
that a large part of the freight comes in from the west and south, 
around New York City, and at Campbell Hall and at Maybrook, 
N. Y., which is fairly up toward Poughkeepsie. 

That is our so-called ,-oughkeepsie route. 

Now as freight comes through from those points, they do not go 
on to Boston, ‘generally. A great deal of the freight is terminated 
short of Providence. 

In fact, in the New England divisions case in 1921, before the In- 
terstate Commerce Commission, it was indicated that only about 10 
percent of the freight received from the New Haven’s western con- 
nections went east to Providence. 

On the other hand, insofar as freight is concerned which originates 
on the New Haven system, and thence moves west, it only serves about 


2 cars for about every 5 cars coming in. It is an unbalanced freight 


traffic. 

It hurts the New Haven, and it hurts the Boston & Providence 
particularly hard. 

We are paying per diem and hauling empty cars. That does not 
produce revenue. 

New England is not a good freight-producing area for railroads. 
Just by way of interest 

Senator Carrot. May I interrupt just a moment? 

Mr. Corsrn. Last Sunday there was a special supplement in the 
New York Times put out by the State of Massachusetts. 

It goes into its capital resources and its natural resources, and so 
forth. It is an advertisement for the State of Massachusetts. 
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It indicates the types of industries that are there. It is quite 
apparent, on the face of it, if this is read—electronics, nucleonics, 
communications, banking, insurance, mutual funds, plastics, textiles, 
shoes, and fishing industry, garment business—that there is no heavy 
freight coming out of Massachusetts to speak of. 

It also shows here what Massachusetts has been doing for the 
truckers, and why it is very advantageous for them to use the new 
Massachusetts Turnpike. 

It goes into the subject of the development of airfields. 

It tends to indicate a little bit the competition that there is from 
the sea. 

Along the New Haven system are some very good water ports such 
as Bridgeport, New Haven, New London, Providence, Fall River, 
New Bedford, and Boston. 

The competition which the New Haven receives from those sources 
is rather terrific. 

If the Commissioner would care to have that, it is not particularly 
important, but it is just a slightly interesting document. 

Senator Carroty. We will place this in the file. 

Mr. Corsrn. That document, that newspaper supplement does not 
show other things. It does not disclose with respect to railroads that 
they are very heavily taxed, particularly in Rhode Island and Mas- 
sachusetts. The Boston Terminal Co. is one example which owns 
the facilities at the South Station in Boston. The assessed valuation 
of that has been as high as sixteen-odd-million dollars, although inde- 
pendent studies of valuations for tax purposes show that it should 
be in the vicinity of $6 million or $7 million. 

The supplement of last Sunday in the New York Times also does 
not show the tax rate in the city of Boston, which is now $86 per 
thousand of assessed valuation. It also does not show that lines such 
as the Boston & Providence are probably about the largest taxpayers 
in most of the little communities through which they go. 

It also does not show the losses in passenger traffic and particularly 
the commuting passenger traffic which is sustained particularly at 
the New York and Boston ends, including the commuting traffic 
carried over the Boston & Providence into Boston. The New York 
end is not as bad as it is around Boston because the hauls are shorter, 
generally speaking, in the vicinity of Boston. Commuting traffic, of 
course, I think it is rather generally well known, one reason it is 
such a burden upon railroads is because the traffic only lasts for about 
20 hours a week. The rest of the time the equipment and manpower 
are idle. And so on. 

So I bring up those factors to show that the Boston & Providence, 
while it is part of the so-called New Haven main line, is not a very 
strategic part of it. 

Another reason it is not strategically situated is because it has no 
connections with other roads than the New Haven except at Boston. 
In other words, it relies for its long haul on its connection at Provi- 
dence with the New Haven. The operating condition at Boston is 
such that there is difficulty exchanging freight with the Boston & 
Maine and Boston & Albany. 
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Mr. Roop. May I say that our main line and the Boston & Albany 
main line share the same right-of-way in Boston for a mile and a 
half. 

Mr. Coren. Without switching connections, except in a passenger 
terminal, South Station. 

Now, I will turn a little bit, as little as possible, to the past his- 
tory. You have the date when the New Haven system went into 
reorganization. Two weeks later the court appointed three trustees 
of its property, one of whom Mr. Rood described as a professor at 
Yale who is not involved in the segregation study. That trustee was 
Professor Winthrop N. Daniels, former Commissioner of the ICC. 
He was very active at the time the segregation formula was being 
devised. 

Mr. Rood also stated that the formula came out of the firm—a New 
York engineering firm of Coverdale & Colpitts, which primarily rep- 
resented insurance company bondholders. 

I wish to read in contrast to that statement of Mr. Rood’s a state- 
ment by Judge Hincks. He stated the following facts in an unre- 
ported decision of July 2, 1938, concerning a report of New Haven’s 
trustees of their administration of the properties of the Old Colony 
and the Providence, Warren and Bristol: 


When the system of the debtor (New Haven) came into the custody of the 
court upon the institution of the proceedings the debtor’s books of account as 
would naturally be expected were upon a system basis. Consequently, it was 
impossible to ascertain therefrom the earnings of the numerous segments of 
the system which was subject to sublien or lease. Upon the suggestion implicit 
in the prayer of Old Colony in Petition For Order No. 74 (requesting admission 
in the reorganization proceedings as a secondary debtor) that a segregation 
and allocation of the system earnings amongst these various segments would 
eventually be indispensable in these proceedings, the court by order 74— 


that is the one which admitted the Old Colony into reorganization— 
ordered that the debtor— 
that is, the New Haven— 





record the basic data from which such a segregation might be made. There- 
after the statistics and research bureau— 


that is, of the New Haven trustees— 
under the employment and general supervision of the trustees— 
including Professor Winthrop N. Daniels— 


and in constant consultation and under the continuous observation of experts 
retained by the insurance group (Messrs. John Slater and John Kennedy— 


I think that should be Miles Kennedy rather than John Kennedy— 


of the engineering firm of Coverdale & Colpitts) and the savings bank group 
(Mr. William J. Cunningham, professor of transportation, Harvard Graduate 
School of Business Administration), with careful study developed a method 
(sometimes referred to as a formula) by application of which to the system 
revenues and expenditures it became possible to ascertain the earnings allo- 
cated to the respective segments. 


Then Judge Hincks continues with a description of the subsequent 
proceedings : 


When on October 6, 19837, Bankers Trust Co., as trustee under the First And 
Refunding Mortgage of the principal debtor, filed its petition for Order No. 217, 
alleging that the results of operation of the Boston & Providence by the New 
Haven trustees showed a substantial loss if computed upon the basis of the 
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segregation method thus evolved and praying that the New Haven trustees be 
directed to cease making any cash payments under the terms of the Boston & 
Providence lease, I forthwith entered an order limiting the time wherein the 
parties might plead to said petition, and foreseeing that a decision upon the 
petition would necessarily bring into issue the segregation method, I ordered 
the parties to show cause why the segregation method involved as aforesaid 
should not be referred to the Interstate Commerce Commission for recommenda- 
tion pursuant to subdivision (c) (10) of section 77. After hearing upon this 
order and without objection, * * * I entered an order reciting that the Old 
Colony, the Boston & Providence— 

and it was not just the president of the Boston & Providence as such ; 
he was the head of Warren, Garfield, Whiteside & Lamson, attorneys 
in Boston with several other attorneys working with him and with 
experts— 

and the Old Colony shareholders protective committee had challenged the segre- 
gation method as constituting a proper basis for the determination of the earn- 
ings of the Old Colony and the Boston & Providence, and finding that a segre- 
gation and allocation of the earnings and expenses as between the numerous 
mortgaged and leased divisions of the system were required by the necessities 
of the case, ordered the reference to the Commission. 

At the time it was before the Commission, the same objectors ap- 
peared and offered evidence, as will appear by the Commission’s 
report in 224 ICC, and following that, Judge Hincks gave all parties 
an opportunity to be heard in opposition after the Commission made 
its recommendations. 

No party objected and at that time Judge Hincks had entered an 
order approving the segregation or the Commission’s report on the 
segregation. 

Senator Carroii. You say nobody 

Mr. Corstn. Nobody objected to that at that time before Judge 
Hincks. And there was no appeal from his order. 

Senator Carroii. Explain a little bit for the record what you mean. 
Both of you testified—Mr. Rood has testified and Mr. Baker has testi- 
fied about a segregation. For example, I am going to read here from 
page 10: 





Thereafter, on April 9, 1938, the Commission, by its Division 4, issued a 
report (224 Interstate Commerce Commission 723) wherein it concluded: 

“After considering all available data as well as the criticisms thereof, we 
find that the trustees’ method of segregation and allocation of the debtor's 
revenues and expenses between and to its various mortgaged and leased lines 
is as fair and equitable as the circumstances will permit, and so recommend 
to the court.” 

That is the end of that quotation as set out in your brief. 

Now, what revenues—in the testimony I have heard so far, what 
revenues were ever given to Boston & Providence? Where was the 
segregation? What do you mean by “segregation and allocation of 
revenues” ¢ 

Just briefly, if you will, please explain. 

Mr. Corsrn. I have here, sir, the so-called segregation formula, my 
beaten up copy, with the monthly summary of results therefrom. 
There is a tremendous number of pages of these monthly summaries 
each month. 

The first one showed merely the month or June 1936 and the 12 
showed a full year ending as of May 1937. 

The second column was the Boston & Providence. It showed for 
that period operating revenues of seven-million-odd dollars; operat- 
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ing expenses, six-million-odd dollars; net revenue from railway op- 
erations, $994; railway tax accruals, $948,000; hire of freight cars, 
$246,000; other equipment rents, $25,000; joint facility rents, $414,- 
000; net railway operating income, a deficit of $641,000; nonoperat- 
ing income, bringing that deficit down to $478,000; rents for leased 
roads, $511,500; other deductions from gross income, $145,000; leav- 
ing a net income of minus $1,136,000. 

Senator CarroLu. For what period of time? 

Mr. Corstn. The period June 1936 through May 1937. 

Senator Carrott. Now, may I ask right here—there has been some 
testimony in the record that Boston & Providence was not an operating 
railroad. They had no rolling stock. 

Mr. Corpin. That is correct, sir. 

Senator Carroti. How, then, could it have these operating losses 
and expenses’ It would be clear to me 

Mr. Corsrn. It had no rolling stock of its own. The New Haven 
was supplying its men and materials to keep the Boston & Providence 
Railroad lines in operation. 

Senator Carroii. Well, they were keeping it, but prior to going 
into bankruptcy, the New Haven was paying approximately $500,000 
ona lease. 

Mr. Corsrn. Correct. 

Senator Carrotit, And that was for the use of its tracks and, I 
assume, its facilities. 

Mr. Corsin. That is correct; yes, sir; which had been entered into 
in 1888. 

Senator CarroLL. Now, what operating expenses could it have had? 
It had no rolling stock, and what would—did it have employees, you 
mean, that they were 

Mr. Corsin. No. The New Haven furnished the rolling stock and 
the employees for the operations over the Boston & Providence. It 
also furnished certain facilities. It furnished coal. 

Mr. Roop. May I ask—— 

Senator Carroiy. Please, no. We cannot have any split examina- 
tion. I will come to this ina moment. [ want to finish this, and later 
on you will be given a chance to clear this up, or I may pause for some 
clarification. 

But it is not clear in my mind—perhaps because I do not know 
enough about the railroad industry—how you could have this—the 
line was being used. 

Mr. Corsrn. That is correct. 

Senator Carroti. And I assume that—may I go back now. Before 
they went into—for example, I will digress here for a moment. What 
would have been the operating expenses of the Boston & Providence 
Railroad before bankruptcy? Is there any record on that ¢ 

Mr. Corpin. No; becaues the New Haven was then being operated as 
a system, including the Boston & Providence, and all accounting was 
done on the system basis. There were no separate studies made as to 
whether the Boston & Providence was or was not earning its keep. 

Senator Carrouu. I see. But the segregation, as I understood it, 
was based upon a system. 


Mr. Corpsrn. Which was formulated after the New Haven entered 
reorganization, sir. 
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Senator Carron. The court said—Judge Hincks said that a segre- 
gation and allocation of system earnings—— 

Mr. Corsrx. Would eventually be ‘indispensable in these proceed- 
ings. That is correct. 

Senator CarroLt. Now, they have been operating under a system 
before and the system did not show, evidently, any cost of these—for 
example, as I understand it, the Boston & Providence was getting—— 

Mr. Corsrn. Getting its rents. 

Senator Carrotu. Plus certain other things. 

Mr. Corsi. That is right. Yes, sir. The total amount was 
roughly $500,000 a year. 

Senator Carroiy. They were getting about 814 percent dividend, to 
their stockholders. 

Mr. Corsry. That is correct. 

Senator Carrot. And all of a sudden the lessor, having gone into 
bankruptcy, receives no dividends at all, and more than that, it begins 
to run a huge deficit. 

Mr. Corsrn. That is correct, on the basis of the segregation formula, 
sir. It is the deficit which the formula brought out. ‘The application 
of the formula to the system accounts. So that the revenues and ex- 
penses could not be allocated to the several parts of the system, mort- 
gage lines and leased lines. 

Senator CarrorL. Was the point that you are trying to make in 
showing us the map of the various roads that you were accepting some 
leases and rejecting others? That really the lease from Providence to 
Boston of this line was too expensive, too burdensome ? 

Mr. Corsrn. I am in part refuting Mr. Rood’s implication that the 
Boston & Providence should show a large profit. I am also showing 
by that map that the situation with respect to the Boston & Pi ovidence 
was not unique. As I put it in one of my conclusions, the pending 
bill—and you asked this question before, sir, in effect: 


Had the pending bill (H. R. 982) been a part of section 77 of the Bankruptcy 
Act in 1935— 


you said 20 years— 





when the New Haven’s reorganization proceedings began, separate proceedings 
for divisions of joint rates under section 15 (6) of the Interstate Commerce Act 
could have been brought in behalf of at least five former leased lines comprising 
parts of the New Haven system. And had that been the case, it would have been 
inequitable not to permit at least seven additional mortgage divisions of the 
system, whose bonds had been defaulted, to institute similar proceedings for 
divisions— 


of joint rates, revenues. 


This would have resulted in a chaos of litigation, which was fairly and equi- 
tably avoided by the adoption of a formula pursuant to section 77 (c) (10) 
of the Bankruptcy Act for the segregation of the system’s earnings and expenses 
between the parts of the system which were separately subject to the liens 
of the various mortgages and were or had been separately subject to lease, such 
formula recognizing, as far as the necessities of the case permitted, the prin- 
ciples governing the divisions of joint rates under section 15 (6) of the Inter- 
state Commerce Act. 


Senator Carrot. But how, Mr. Corbin, can one justify in the record 
of this case either one line or a series of lines, no matter how chaotic 
it may have been, the establishment of the system, segregation system, 
which deprives the stockholders and the bondholders from their right 
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to participate, to hold their property and get revenue, to have a court 
or any Government agency take over their property and give them no 
compensation after 20 years and virtually drive them into bankruptcy 
and lower the value of their stocks and bonds? It is a theory that— 
there may be a reason for it and I would be perfectly willing to hear 
about it, and I think it ought to appear in the record. 

Mr. Corsin. That is right, sir. 

Senator Carrotz. And I am not reflecting on New Haven. I see 
how involved this whole system is and there must be a reason for it, 
and I think we ought to show it in the record. 

Mr. Corsrn. Correct. I am pointing out that the Boston & Provi- 
dence was not any unique situation as far as the application of the 
segregation formula was concerned. ‘There were various other leases 
that were rejected. Various others became secondary debtors in the 

proceedings. There were also defaults of underlying bonds. It was 
ause there was not adequate revenue for everybody. 

Now let me say—may I have the Chairman’s question repeated ? 

Senator Carroti. You mean my last question / 

Mr. Corsin. Yes. 

Senator Carroitu. This last question merely goes back—I think you 
said there was not adequate revenue for everybody and therefore this 
was the question that came to my mind. As I have listened to the 
testimony on this and tried to read the House report—and I am very 
appreciative personally to get an idea of this map to show how involved 
this whole railroad situation is in that area—but it still leaves in my 
mind that a court or a commission could, under the bankruptey or an 
equity proceeding, permit the taking over of property by a trustee and 
never give an accounting when there is over 20 years of revenue to the 
stockholders and the bondholders which finally results in a bank- 
ruptcy—the lack of revenue from the lease—resulting in a bankruptcy, 
and what happens for 20 years to the stockholders and bondholders? 

Mr. Corsin. I am back on the beam now, sir. 

When the plan was first formulated by the Interstate Commerce 
Commission, it provided for certain securities and other considerations 
to come from the New Haven in the purchase of the property of the 
Boston & Providence. All the parties of interest in the Boston & 
Providence proceedings other than the then holder of the Boston & 
Providence debentures, who took no particular stand in the matter, 
asked the Commission to require in the New Haven’s plan that the 
New Haven—to put into the plan, New Haven’s plan, that the New 
Haven be required to purchase the Boston & Providence. That was 
from Boston & Providence interests. 

When the Commission fixed this consideration in New Haven’s 
securities, it provided that those securities should bear interest from 
January 1, 1940. 

Now, I think you are under the impression that the Boston & Provi- 
dence did not receive any rent after 1935. That is notso. It was after 
1938. 

Senator CarroLu. Yes. 

Mr. Corstn. Rent was paid until 1938. 

Senator Carrotu. That is right. 

Mr. Corsrn. Then there was a slight hiatus. The rents of half a 
million dollars had formerly been paid. The ordinary return from 
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the securities would have been about $240,000 a year, as opposed to the 
rental of $500,000. So, had the plan not been stalled for time, they 
would have gotten that consideration much earlier. 

Now, there is provision in the program whereby they will get some- 
where in the vicinity of $4 million on those securities, such cash adjust- 
ment being made as if those securities had been issued January 1, 
1940, you see. As soon as this plan is wound up, under it the Boston & 
Providence would receive not only securities but cash adjustment in 
effect amounting to about $240,000 per year ever since 1940. 

Senator Carron. Are you saying to me, Mr. Corbin, that as a result 
not only of all these railroad lines, the economic conditions at that 
time, the New Haven was in bankruptcy and the rest of them, the Old 
Colony Line, these were the leased lines, then, of New Haven. 

Mr. Corsin. That is right. 

Senator Carroiu. These bankruptcies affected all of these lines. 

Mr. Corsrn. Oh, it certainly did, with a few minor exceptions. 

Senator Carrotu. The New Haven could not operate, could not set 
up some plan of operation that—and I do not want to put anything in 
the record that is not proper here, and I am perfectly willing to have 
it changed. I am trying not to express an opinion but to search for 
information. 

Had it not been for some plan of reorganization, that the stock of 
Boston & Providence would have been worth less anyway, unless they 
had been some operating line because it was not an operating railroad 
itself. 

Mr. Corstn. The Bankruptcy Act required under the circumstances 
that the New Haven do the operation to preserve the franchise of the 
property of the Boston & Providence. 

Senator Carro.tu. Well, now, in all of these other leased lines, are 
they independent or have they been now absorbed by the New Haven, 
that you have set up on your map ? 

Mr. Corstn. There have been about three or four absorbed by the 
New Haven. The Chatham was abandoned. The Old Colony was 
absorbed after certain abandonments. Providence, Warren & Bristol 
was absorbed. The lease of the Providence & Worcester still goes on, 
and the same is true in the case of the Norwich & Worcester and 
Holyoke & Westfield. The Hartford & Connecticut Western has been 
absorbed after extensive abandonments. 

Senator Carroiy. All right. Let us go, for example, to the case 
of the Providence & Worcester. Did they ever go into bankruptcy ? 

Mr. Corsiy. They did not. 

Senator Carrotu. Did the Norwich & Worchester ever go into 
bankruptcy ? 

Mr. Corzry. No, sir. 

Senator Carrotz. Are those bonds and stocks as valuable as they 
were back in that period of 20 years ? 

Mr. Corsrn. They had relatively small bond issues, and the rent 
was not as excessive as it was in the case of Boston & Providence. 

Senator Carrotu. Now, actually is that the one that runs from 
New London up to Worchester ? 

Mr. Corsrn. That is the Norwich & Worchester. It runs from just 
across the bridge at New London. It showed under the segregation 
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study a net income for that year’s period of $620,000, the Norwich & 
Worchester. 

Senator Carroty. And for that same year the Providence & Bos- 
ton—the Boston & Providence showed a loss. ahead 

Mr. Corsrn. A very heavy loss, yes, sir. The Providence & Wor- 
cester in the same period showed a net income of about $64,000. 

Senator Carrot. Who conducted that study ? 

Mr. Corsrn. This was a study which was conducted under the three 
trustees under the direction of the three trustees of the New York, 
New Haven & Hartford Ralroad Co., and with the assistance of ex- 
perts representing both the Old Colony Railroad and the new New 
Haven bondholders insurance group. 

Senator Carrott. What do you call this again, a segregation ? 

Mr. Corsin. Segregation formula. 

Senator CarRoL. The segregation formula which was later ap- 
proved by the ICC. 

Mr. Corstn. That is correct, yes, sir. 

Senator Carroty. And you say not then protected by the Boston & 
Providence people? 

Mr. Corsin. It was before the ICC, but not subsequently when the 
recommendations of the Commission came back to the district court 
in Connecticut. 

Senator Carrot. Is it then by virtue of this segregation formula 
that it is contended somewhere in the evidence here that there is due 
and owing by the Boston & Providence people of some millions of 
dollars to the system ? 

Mr. Corsrn. On the basis of the segregation study, yes sir. 

Senator Carrott. How much are they supposed to be owing as of 
today ? 

Mr. Corprin. It has not been computed since 1947. I will say this, 
though. There were proceedings started back in 1938 by the New 
Haven trustees to establish a lien on the property of the Boston & 
Providence on account of operating losses. That has never been ad- 
judicated completely. There is long litigation on it and eventually 
when it got back before Judge Hincks, it was stalled not because the 
Boston & Providence was told that the plan would take care of it, 
as Mr. Rood stated, but because a Boston & Providence witness be- 
came seriously ill, their expert witness. And very shortly after 
that—I think it was 1941—the Boston & Providence trustee and 
the New Haven trustees threshed out the matter of what the claims 
of the New Haven trustees against the Boston & Providence and the 
breach of lease claims of the Boston & Providence trustees against 
the New Haven should be established at. They entered into a stip- 
ulation in 1941. I believe the date was the spring of 1941. Just a 
moment. I will find that. 

; - Baxer. My records show the date of that stipulation as April 25, 
941. 

Mr. Corstn. Yes. 

Senator Carroti. What was that stipulation now ? 

Mr. Corin. The stipulation was approved by both the Connecticut 
and Massachusetts courts. The stipulation fixed the amount of the 
New Haven’s administration claim at $7 million to the end of 1939, and 
the Boston & Providence’s lease claim at $10 million. It described the 
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claims as administration claims and leased claims, but did not in any 
other manner indicate their respective priorities. 

After hearings, the stipulation was approved by each court in ac- 
cordance with its terms and no appeal was taken. 

Senator Carrott. Now, what would that mean—what would be 
coming, then, to the Boston & Providence ? 

Mr. Corsin. That was a mere evaluation of, in effect, certain prop- 
erty of the Boston & Providence, and perhaps certain property of the 
New Haven trustees. 

Senator Carrott. What balance would you strike there in favor 
of the Boston & Providence? 

Mr. Corsin. Well, I will say this, sir. The Boston & Providence 
leased claim stipulated that $10 million was an unsecured claim, 
whereas if we follow what happened in the Old Colony case, substan- 
tially all of the New Haven’s administration claim would be a prior 
claim, it being a current one arising out of current administration by 
the New Haven trustees, you see. 

Senator Carrott. What would be the effect of that on Boston & 
Providence ? 

Mr. Corsin. The effect was worked out this way. The Commission 
in devising its original plan—Commissioners Mahaffey and Eastman, 
being on Division 4 at that time—they said in effect that the segrega- 
tion study and results showed that the Boston & Providence is losing 
about $1,800,000 a year, but at the time we approved that segregation 
formula, we did not say how it was to be applied in any case, and in 
connection with working out of value of the Boston & Providence for 
the purpose of its sale to the New Haven, this is but one of many fac- 
tors of valuation to be taken into consideration in determining what the 
terms of the correlative plans in the New Haven and Boston & Provi- 
dence proceedings are Seton 

There were some 14 or 15 other factors. There is the fact that the 
Boston & Providence was a level line, good roadbed, reasonably kept 
up, that the public interest had become accustomed to having the Bos- 
ton & Providence where it was; and being served accordingly. 

They also felt that some of the losses shown by the segregation might 
ultimately be alleviated in part. They recognized, however, that the 
type of traffic which was carried on the Boston & Providence was not 
valuable traffic—commuter traffic and a lot of other passenger traffic. 
They recognized, too, that there were various and sundry other factors 
which were definitely not to the advantage of the Boston & Providence, 
that the Boston & Povidents had to pay a large user charge, quite 
properly, to the New England division by reason of the use by the Bos- 
ton & Providence of the New England large freight facilities in South 
Boston. And there were various and sundry other factors in the 
original report of the Commission. 

neidentally, this volume has all the reports of the Commission in 
the two proceedings, and it is very hen for me to bring up every 
last detail at any one time in that connection. 

Senator Carro.u. Of course. 

Mr. Corsrn. But the Commission weighed all of those things and 
came up finally by saying, well, we think, having reviewed this whole 
situation with our expert judgment, in view of the capitalization, 
future capitalization, which we think is permissible for the New 
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Haven, that the Boston & Providence cut out of that price should 
be so much. 

And then they set it forth: $3,039,000 new first-rate funding 4s; 
$1,487,000, or one-million-four-hundred-and-sixty-seven-thousand-odd 
dollars in new income bonds and in new preferred stock. And they 
have stuck with that valuation ever since. 

There has been no credible evidence over the years introduced to 
show that the scene has changed materially. 

Do I make myself clear on that ? 

Senator Carrot. Supposing that the House bill were to become 
the law ¢ 

This matter would be under consideration and the ICC would have 
jurisdiction to determine an equitable division of the revenues. 

If you are operating at a loss, there would be no division of revenues, 
would there ? 

Mr. Corzryn. That is right. 

Senator Carrotu. Then, why would there be objection to this type 
of legislation ¢ 

Mr. Corstn. Because I think, as Mr. Rood probably expressed it 
accurately, if the Boston & Providence were to have an allocation 
which would reduce its deficit; that factor, too, should be presum- 
ably taken into consideration in devising a plan of reorganization for 
the Boston & Providence. 

Do I make myself clear. 

Senator Carrot. I think you had better explain that for the 
record. No, itis not clear to me at all. 

Mr. Corsin. Well, if, by reason of a proceeding under section 15 
(6) of the Interstate Commerce Act, it eventually came out that the 
Boston & Providence were entitled to better treatment than it had 
received under the segregation study, that factor would presumably 
be taken into account by the Interstate Commerce Commission in 
devising new treatment for the Boston & Providence which, presum- 
ably, might be a little bit better than that presently proposed. 

Senator Carroty. Well, wouldn’t that be desirable ? 

Mr. Corsin. All of the other creditors of the New Haven, substan- 
tially all, were treated on the basis of this segregation. 

Senator Carroti. But isn’t it true, Mr. Corbin, that, as I look at 
the leased lines 

Let us go over that again : 

Chatham has been abandoned. The Old Colony has been absorbed. 

Mr. Corsin. That is right. 

Senator Carrott. And what has happened to the Providence, 
Warren & Bristol ? 

Mr. Corstn. Absorbed. 

Senator Carrot. And, now, what has happened to the Providence 
& Worcester ? 

That is still in existence. 

Mr. Corsrn. The lease still runs. 

Senator Carrott. The Norwich & Worcester is still in existence. 
What happened to Holyoke & Westfield ? 

Mr. Corzrn. Still in existence. 

Senator Carrotit. And Hartford and Connecticut Western? 

Mr. Corsrn. Absorbed by New Haven. 
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Senator Carrotu. So, really, when you get all through these leased 
lines, after this period of now almost 25 years since the depression, all 
the leased lines are functioning and have not gone into bankruptcy 
except one. 

Mr. Corsrn. Four or five have been through the wringer. 

Senator Carroty. Well, do you mean they have been through the 
wringer and they have survived ? 

Mr. Corsrn. Well, with the exception of certain abandonments. 
What do you mean by survival? Their securities or the lines of the 
railroad ? 

Senator Carrotu. Well, they are operating today. 

Mr. Corsrtn. The New Haven is operating them as part of the New 
Haven system. 

Senator Carrot. Well, I asked if they had been absorbed. Are 
they leased lines, too ? 

Mr. Corsin. Not the ones that were formerly in reorganization ; 
no, sir. 

Senator Carrot. Now, let us talk about some of them. 

I was under the impression that Chatham has been abandoned. 

Mr. Corsrn. Eventually abandoned. 

Senator Carroti. The Old Colony—For example, let us take the 
Providence, Warren & Bristol. I think you have said that you had 
taken that over. 

Mr. Corsrn. Yes, sir; for freight operation only. 

Senator Carrott. When you say “take it over,” is it a part of the 
New Haven property ? 

Mr. CorsB1n. The New Haven now owns that property. 

The New Haven issued a limited number of securities in order to— 
as a purchase price for it. 

And I may add this here, at this point, sir: 

In the case of the Old Colony, the former Old Colony stockholders 
were wiped out entirely. It was their bondholders who only got 
treated at all. 

And in the case of the Hartford & Connecticut Western, there were 
no bonds there, and the former stockholders got very little. 

Senator CarrotL. Now the Old Colony—see if I understand this: 

The Old Colony—were they leasing lines to New Haven ? 

Mr. Corsin. Yes,sir. That had been under a lease. 

Senator Carroiu. For how long prior to 1933 ¢ 

Mr. Corsin. From 1893. That is what brought the Boston & 
Providence into the New Haven system. 

Senator Carrot. Now, does the New Haven own all of that prop- 
erty ¢ 

Mr. Corstn. Yes, sir. 

Senator Carroiu. And the stockholders were completely wiped out ? 

Mr. Corsrn. Yes, sir. 

Senator Carroiy. Only the bondholders realized any revenue from 
their bonds? 

Mr. Corzsrn. That is right, sir. 

I may add that the New Haven’s former stockholders, preferred and 
et to the extent of about $200 million par value, were wiped out 
as well. 

Senator CarroLt. What was that? 
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Mr. Corsin. That the New Haven’s former stockholders, both pre- 
ferred and common, having stocks from, roughly, $200 million in par 
value, were wiped out completely. 

Senator Carrotu. They were all caught in this economic upheaval. 

Mr. Corsin. That is right. 

Senator CarroLt,. And I think that is why this map is important— 
to see what happened to the Old Colony. 

Mr. Corrin. Yes, sir. 

Senator Carroti. The Old Colony now—but how was it that the 
Providence & Worcester did not get caught in this thing? 

Mr. Coren. Because of the various factors having to do with that 
lease indicated that there were some earnings under the s segregation 
formula. There were no other adverse factors, and, as a result it was 
decided that it was of benefit to the New Haven’s bankruptcy state to 
continue that lease in existence. 

Senator Carrot. Are you saying, Mr. Corbin, that whether or not 
the lease was—I use the word “rejected”—canceled 

Mr. Corsin. That is the statutory word. 

Senator Carro_t (continuing). Was that based upon this survey 
that was made? 

Mr. Corpin. Oh, yes. Definitely. In the early part of the New 
Haven’s reorganization. 

Senator Carrout. In other words, you had this segregation survey 
and then 

Mr. Corsrn. Yes, sir. 

Senator Carrot (continuing). Based upon this is one of the rea- 
sons why you reject these leases. 

[say “you.” ‘The New Haven. 

Mr. Corstn. New Haven trustees. 

Senator Carro.u. They rejected some of these leases. 

Mr. Corprn. Yes, sir. They have the monthly summary of results 
here for all of the principal divisions, you see, of the New Haven sys- 
tem by mortgage and leased lines. 

Senator Carrott. And this survey was made prior to the cancella- 
tion of the Boston & Providence lease. 

Mr. Corsrn. That is right; yes, sir. 

They had 12-month results here ending May 1937. 

Then, all of these subsequent proceedings went on in trying to 
determine whether the Boston & Providence lease should or should not 
be rejected. 

A large New Haven creditor was trying to stop these payments of 
half a million dollars a year in view of these very heavy losses shown 
by the segregation. And then the segregation formula went through 
scrutiny before the Commission and then by the Court; and, finally, 
Judge Hinks said that there just was not any substantial evidence why 
the Boston & Providence lease should be preserved. 

It was unfair to the other creditors of the New Haven system that 
$500,000 a year should be taken out to continue paying that rent. 

It would be inequitable and unfair under the theories of the Bank- 
ruptcy Act. 

Senator CarroLi. Based upon that survey. 

Mr. Corsrn. Oh, yes. 

Senator Carrot,. What about this? 
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As I look at this map—I am going to put this in the committee file. 

Senator Carroii. This map shows the Old Colony line, the black 
and white, extending from Cape Cod all through the eastern part of 
Massachusetts. 

Mr. Corsrn. Southeastern, sir. 

Senator Carroty, Yes. Did they operate under the same conditions, 
the Old Colony lease, as the Boston & Providence? 

Mr. Corstn. Under the provision of section 77 (c) (6) ; yes, sir. 

Senator Carroty. Were their leases canceled as a result of this 
survey / 

Mr. Corstn. The Old Colony lease was canceled. 

The New Haven trustees then brought a proceeding in an attempt 
to establish an administration claim against the property of the Old 
Colony. And they succeeded in establishing a prior lien claim. 

That is discussed by Judge Learned Hand in volume 104, Federal 
Reports, second series. 

At that time the Old Colony trustees, being the same as the New 
Haven trustees, but being represented by independent counsel, Messrs. 
Dodge and Shaw, of Boston, Mass., who are very able counsel, they 
tried to attack the administration accounts of the New Haven trustees, 
because they said that the segregation formula had not given the Old 
Colony the benefits of section 15 (6) of the Interstate Commerce Act. 

Judge Hand on oppeal sustained Judge Hincks, of the district court, 
in Connecticut, saying that they had had plenty of opportunity at the 
time the segregation formula was before the Interstate Commerce 
Commission on the reference to it to raise questions of that nature, and 
that it was too late after Judge Hincks had approved the recommen- 
dations of the Commission by order from which there was no appeal. 

Now I do want to point one thing further out. I am sure it has 
not been brought out as yet. And that is the fifth supplemental report 
in the Boston & Providence reorganization proceedings of July 30, 
1954. The Interstate Commerce Commission there went through the 
proceedings showing that the Boston & Providence parties, contrary 
to the decision of the Supreme Court in the St. Joe case, he asked that 
the New Haven be required in its plan to acquire the Boston & Provi- 
dence property. 

Senator Carroru. Let us take a 5 or 10 minute break. 

(Short recess. ) 

Senator Carrotu. We are going to accept the statement of Mr. 
Herbert C. Corbin and have it made a part of the record at this point. 

(The statement referred to is as follows:) 


STATEMENT BY HERBERT H. Corsrn, GENERAL SOLicrToR, THE New YorK, NEw 
Haven & HARTFORD RAILRoaD Co., IN OPPOSITION TO THE Bitt H. R. 981 To 
AMEND SEcTION 77 (c) (6) OF THE BANKRUPTCY ACT 


Mr. Chairman and gentlemen of the committee, my name is Herbert H. Corbin. 
I appear here for the New York, New Haven & Hartford Railroad Co., with 
which I have been associated as an attorney for about 25 years. I am now its 
general solicitor. The New Haven is opposed to the enactment of the pending 
bill, H. R. 982, to amend section 77 (c) (6) of the Bankruptcy Act. In particular 
it is opposed to the way in which the bill, if enacted in its present form, would 
interfere with the pending reorganization proceedings of the Boston & Providence 
Railroad Corp. 

The only line of railroad in the United States of a former lessor which is now 
being operated by another for its account under section 77 (c) (6) of the Bank- 
ruptey Act is the line of the Boston & Providence Railroad Corp. This was 
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conceded by proponents for the pending bill when it was before a subcommittee 
of the House Committee on the Judiciary a year ago. Accordingly, most of my 
remarks will be focused on the Boston & Providence situation, which has pro- 
duced an unconscionable amount of litigation over the years. 

By acts of the Legislatures of Massachusetts and Rhode Island more than 
100 years ago, the Boston & Providence was chartered as a railroad for the 
transportation of persons and property between the cities of Providence and 
Boston, with a frew branch lines of no particular consequence. In 1888 the 
Boston & Providence, then an operating railroad, leased its railroad, fran- 
chises, and property to the Old Colony Railroad Co. for 99 years at an annual 
rental of about $500,000. The committee will recognize that when this rental 
of about one-half of a million dollars was fixed in 1888, the railroads were not 
confronted with the severe competition which subsequently came into being, 
or with heavy tax and regulatory burdens. 

The Old Colony Railroad Co., at the time it leased the Boston & Providence, 
operated a network of railroad lines in southeastern Massachusetts. In 1893 
the Old Colony leased its railroad, franchises, and property to the New Haven 
for 99 years, this lease including the Old Colony’s leasehold interest in the 
Boston & Providence. 

In 1896 the Massachusetts Legislature passed an act (ch. 516 of the Acts 
and Resolves of 1896) which incorporated the Boston Terminal Co., with power 
to construct a union passenger terminal in the south of Boston, the so-called 
South Station. This act also required the railroads then entering the south 
of Boston to use the South Station for all their terminal passenger business. 
These railroads were named in the act as the Boston & Albany, the New Eng- 
land (subsequently merged into the New Haven), the Boston & Providence, the 
Old Colony, and the New Haven as lessee of the Old Colony. By sections 18 and 
19 of the act, provision was made for the Boston & Providence to extend its line 
to the South Station and to build an intermediate station at Back Bay in Boston. 
And section 20 of the act required the Boston & Providence to abandon its old 
passenger and freight terminal in Boston upon completion of the new con- 
struction. 

This left the Boston & Providence without any freight terminal facilities in 
Boston. As a result, in 1904 the New England Railroad (then leased to the 
New Haven), the Old Colony (also leased as aforesaid), and the New Haven 
gave the Boston & Providence by deed the perpetual right and easement to a 
joint use of the grantors’ freight terminals in Boston so that the Boston & 
Providence would thereafter have a fair equivalent for the freight terminal 
which it had been required to abandon. 

The foregoing are some of the historical facts underlying the situation when 
the New Haven sought relief under section 77 of the Bankruptcy Act of October 
23, 1935, in the midst of the great economic depression prior to the last World 
War. Attached to this statement and made a part of it is a map showing the 
New Haven system as it was at the beginning of its reorganization proceedings 
in 1935, the entire system being split up into various colored parts shewing 
8 leased segments and 11 of the 13 segments then subject to underlying mortgage 
liens. The remaining two mortgaged segments were terminal properties at 
Providence and Boston. The map also shows connecting railroads in light lines. 

This map of leased and mortgaged lines is instructive in several ways. It 
shows the location of the Boston & Providence lines in blue and green. The 
lines of the Old Colony are in heavy black and white. The main western con- 
nections of the New Haven for freight traffic are at Campbell Hall (Maybrook) 
and at Harlem River in New York. According to Rand McNally’s Handy Rail- 
road Atlas of the United States (1952), these New York points are about 277 
and 224 miles, respectively, from Boston (of which the Boston & Providence 
comprises about 44 miles)—rather short hauls in comparison to those of most 
of the railroads of the country which are strong financially. The map also 
indicates the vulnerability of the New Haven to waterborne competition. Both 
of these factors were recognized by Mr. Justice Brandeis as far back as 1923 in 
the so-called New England Divisions case under section 15 (6) of the Interstate 
Commerce Act (Akron, Canton & Youngstown Ry. Co. v. U. S., 261 U. S. 184), 
where he said at page 193: 

“A further large increase in rates local to New England would, doubtless, 
have provoked more serious competition from auto trucks and water carriers. 
For hauls are short and the ocean is near.” 
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If I had available with me schedules and maps showing the services and routes 
of the several carriers serving southern New England by steamship, motortruck, 
motorbus, airplane, and pipeline—to say nothing of the private automobile— 
you would have some indication of the terriffic competion under which the New 
Haven system now strives to live. If you want more data on this, you can find 
a detailed summary in the original report of division 4 of the Interstate Com- 
merce Commission on the New Haven’s plan of reorganization (239 I. C. C., at 
pp. 394-397). 

The map also indicates certain additional matters of interest, both with re- 
spect to the New Haven system in general and concerning the Boston & Provi- 
dence in particular. These are outlined as follows: 

(1) The location of the New Haven near the coastline of southern New 
England suggests its vulnerability to the tropical hurricanes and hurricane 
floods which have been hitting the north Atlantic coast with some fre- 
quency since 1938. These have cost the New Haven in excess of $25 mil- 
lion. Property damage from the visitations in 1955 alone exceeded $16 
million. 

(2) There are many intermediate points on the New Haven system short 
of Providence and Boston. Thus, very little of the freight received by 
the New Haven from its western connections at Campbell Hall (Maybrook) 
and at Harlem River is destined to points as far east as the Boston & Prov- 
idence line. When the Commission was dealing with the New England 
Divisions case in 1921, it recognized that only 12.9 percent of the car move- 
ment through Harlem River moved through to Boston, and that only 6.4 
percent of the car movement through Maybrook reached Boston (62 I. C. C., 
at p.528). More recent traffic studies have likewise borne this out. 

(3) The Boston & Providence has no connections with rail carriers 
competing with the New Haven except at Boston. (Its connection there 
with the Boston & Albany is solely at the passenger terminal at South 
Station, which is generally congested with passenger-car movement and 
where the facilities do not otherwise lend themselves to a heavy interchange 
of freight traffic. Its connection in Boston with the Boston & Maine is 
solely by way of Atlantic Avenue, along the Boston waterfront, which is 
congested with vehicular traffic most of the time.) In order to get a long 
haul, the Boston & Providence must “interchange” its passenger traffic and 
most of its freight traffic with the New Haven at Providence. 

(4) The New Haven has an alternate route between Providence and 
Boston (still in operation), running via Valley Falls, Adamsdale, Walpole, 
Norwood, and Readville, which it could develop to the detriment of the 
Boston & Providence, should the latter ever be divorced from it and become 
a competitor. 

(5) Finally, and of decided interest, the map shows that at the beginning 
of the New Haven’s reorganization proceedings, the New Haven’s trustees 
were confronted with what to do with eight separate leased railroads—not 
just the Boston & Providence. I will refer to this more at a later time. 
There were also other executory contracts and leases to be considered, and 
the New Haven’s plan also had to deal with the various claims of creditors 
secured by mortgage liens and other forms of collateral, with diverse un- 
secured claims, and with the interests of various kinds of stockholders. 

In passing, I might remark that the 13 reports and orders of the Interstate 
Commerce Commission in the New Haven and the companion Boston & Provi- 
dence proceedings which have dealt directly with plans of reorganization (7 in 
the former proceedings and 6 in the latter) cover 475 printed pages and give 
some indication of the enormous amount of testimony and litigation which has 
occurred in the proceedings during the past 2214 years, as well as the enormous 
expense involved. The original reports of the Commission in these proceedings 
in 1940, by its division 4, appear in 239 I. C. C. and have very thorough factual 
accounts of the history up to that time. 

Reverting now to the early part of the New Haven’s reorganization proceed- 
ings, which began in October of 1935, Judge Carroll C. Hincks of the Federal 
district court in Connecticut soon appointed three trustees of the property of 
the New Haven, one of whom was Prof. Winthrop M. Daniels, formerly a 
distinguished member of the Interstate Commerce Commission (see 212 I. C. C. 
75). These trustees rejected or “disaffirmed” the Old Colony lease on June 2, 
1936, the Hartford & Connecticut Western lease on or about July 31, 1936, and 
the Chatham lease at about the same time—the operation of the last soon there- 
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after being abandoned (see 224 I. C. C. 723 and 239 I. C. C. at p. 338). The 
Old Colony and the Hartford & Connecticut Western thereupon became secondary 
debtors in the New Haven’s proceedings; and the court appointed the New 
Haven’s trustees as the trustees of their properties and directed the New Haven’s 
trustees to continue to operate such properties for the account of the secondary 
debtors pursuant to section 77 (c) (6) of the Bankrupty Act (id., see, also, 26 
F. Supp. 18). On or about February 13, 1937, the Old Colony trustees rejected 
the Providence, Warren & Bristol lease, and it, too, became a secondary debtor 
under similar circumstances (id.). 

The reason for the rejection of certain executory contracts and leases by 
reorganization trustees ‘is rather obvious. As Professor Finletter said in his 
treastise on The Law of Bankruptcy Reorganization: “in equity receiverships 
and reorganization proceedings in bankruptcy they (i. e., contracts and leases) 
will be adopted if the value of what the estate gets appears to be equal to or 
greater than what must be paid for it. If the reverse is the case the agreement 
or lease must be rejected, for to perform the debtor’s obligations under an un- 
favorable agreement would be to prefer one creditor over the others.” (P. 223; 
see, also, p. 229.) And parallel to this is the following statement of Mr. Justice 
Reed at page 517 of Three Hundred and Twenty-eighth United States Reports 
(R. F.C. v. Denver & Rio Grande Western R. Co.): 

“The value of a lien on a part of a railroad when the valuation is made from 
earnings cannot be fixed solely on a mileage basis. Nor is it practicable to issue 
new securities with a lien limited to the property that was covered by the old 
lien. There must be segregation of the system earnings to each existing lien 
and allocation of securities representing the system value to each class of 
claimants. This was done here as shown in the second table in note 6. Such 
a method is in full accord with the principle that senior creditors are to retain 
their relative priority of position in a reorganization. (Citation.) Further- 
more, junior claims can receive nothing until the senior claims receive securities 
of a worth or value equal to their indebtedness. (Citations.)” 

I call these fundamental bankruptcy principles to the attention of the com- 
mittee to show that a full application of the provisions of section 15 (6) of the 
Interstate Commerce Act in favor of former lessors, and without regard to the 
sacrifices of the creditors of the former lessee, would violate those fundamental 
bankruptcy principles. Or put it this way: If, following an allocation of actual 
earnings and expenses by means of a segregation formula to the various mort- 
gaged and leased segments of a bankrupt railroad system, operating deficits 
should be shifted, by a 15 (6) proceeding, from estates of former lessors 
(ordinarily unsecured creditors) onto other segments of the bankrupt lessee, 
that would ordinarily be at the expense of those holding prior liens on such other 
segments. Such a shift would cause a diversion of trust funds and would nullify 
the priority rule. And it would apparently make it inadvisable or unnecessary 
for a lessee’s trustee to reject any burdensome lease, although he would still be 
required to reject other executory contracts of unfavorable nature. 

Returning to the New Haven’s proceedings, Judge Hincks stated the following 
facts in an unreported decision of July 2, 1938, concerning a report of New 
Haven’s trustees of their administration of the properties of the Old Colony 
and the Providence, Warren & Bristol: 

“When the system of the debtor [New Haven] came into the custody of the 
court upon the institution of these proceedings, the debtor’s books of account as 
would naturally be expected were upon a system basis. Consequently, it was im- 
possible to ascertain therefrom the earnings of the numerous segments of the 
system which were subject to separate lien or lease. Upon the suggestion implicit 
in the prayer of Old Colony in Petition for Order No. 74 [requesting admission 
in the reorganization proceedings as a secondary debtor] that a segregation and 
allocation of the system earnings amongst these various segments would eventu- 
ally be indispensable in these proceedings, the court by Order 74 ordered that the 
debtor record the basic data from which such a segregation might be made. 
Thereafter the statistics and research bureau, under the employment and gen- 
eral supervision of the trustees and in constant consultation and under the 
continuous observation of experts retained by the Insurance Group [ Messrs. 
John Slater and John Kennedy of the engineering firm of Coverdale & Colpitts] 
and the savings bank group [Mr. William J. Cunningham, professor of transporta- 
tion, Harvard Graduate School of Business Administration], with careful study 
developed a method (sometimes referred to as a formula) by application of 
which to the system revenues and expenditures it became possible to ascertain 
the earnings allocated to the respective segments. 
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“When on October 6, 1937, Bankers Trust Co., as trustee under the first and 
refunding mortgage of the principal debtor, filed its petition for Order No. 217, 
alleging that the results of operation of the Boston & Providence by the New 
Haven trustees showed a substantial loss if computed upon the basis of the 
segregation method thus evolved and praying that the New Haven trustees be 
directed to cease making any cash payments under the terms of the Boston & 
Providence lease, I forthwith entered an order limiting the time wherein the 
parties might plead to said petition, and foreseeing that a decision upon the 
petition would necessarily bring into issue the segregation method I ordered the 
parties to show cause why the segregation method evolved as aforesaid should 
not be referred to the Interstate Commerce Commission for recommendation 
pursuant to subdivision (c) (10) of section 77 of the Bankruptcy Act. After 
hearing upon this order and without objection, on October 29, 1937, I entered an 
order reciting that the Old Colony, the Boston & Providence and the Old Colony 
Shareholders Protective Committee had challenged the segregation method as 
constituting a proper basis for the determination of the earnings of the Old 
Colony and the Boston & Providence and, finding that a segregation and allocation 
of the earnings and expenses as between the numerous mortgaged and leased 
divisions of the system were required by the necessities of the case, ordered the 
reference to the Commission.” 

Thereafter, on April 9, 1938, the Commission, by its Division 4, issued a 
report (224 1.C. C. 723) wherein it concluded : 

“After considering all available data as well as the criticisms thereof, we 
find that the trustees’ method of segregation and allocation of the debtor’s 
revenues and expenses between and to its various mortgaged and leased lines 
is as fair and equitable as the circumstances will permit, and so recommend 
to the court.” 

In that report the Commission went to considerable length in describing 
the method or formula for segregation, and the Commission also stated the 
caveat (at p. 725) that “Our recommendations herein are in no wise intended 
to express any views with respect to the use of the results obtained from the 
application of the formula or the weight to be given such results.” This 
caveat was of particular importance in connection with the Commission’s sub- 
sequent findings as to the value of the Boston & Providence in fixing its 
purchase price by the reorganized New Haven. 

Following this report by the Commission, Judge Hincks in the Federal 
district court for Connecticut gave all parties opportunity to file exceptions 
to the Commission’s findings and recommendation. None, however, were filed, 
and accordingly the court on May 25, 1938, entered an order confirming and 
accepting the report. No appeal from this order was taken (see Palmer y. 
Palmer, 104 F. 2d at pp. 165, 166). 

The application of the segregation formula showed the results of operation 
of the various segments of the New Haven system. In the case of the Boston 
& Providence it showed operating deficits, prior to rental, of some $2 million 
a year (see 239 I. C. C. at pp. 382, 383). When Judge Hincks saw what the 
operating accounts of the Boston & Providence disclosed, and in the absence 
of any substantial evidence to the contrary, he ordered the Old Colony trustees 
on July 19, 1938, to reject the Boston & Providence lease. His order continued : 

“Pending further order of the court the operation of the property of Boston 
& Providence for the account of that corporation shall be continued pursuant 
to subdivision (c) (6) of section 77 of the Bankruptcy Act, and since the Old 
Colony Railroad Co., as lessee of Boston & Providence, and likewise the Old 
Colony trustees, are wholly without any operating organization, the operation 
of Boston & Providence properties shall be conducted by the New Haven trustees 
in behalf and for the account of the Old Colony estate but without expense to 
the New Haven estate. 

“The court reserves for further hearing the right to determine the existence 
and amount of any obligation of Boston & Providence arising out of operation 
of its property or payments made to it or on its behalf prior to the rejection 
of its lease, and the liability of the Boston & Providence therefor to the Old 
Colony estate and by way of subrogation to the New Haven estate.” (26 F. Supp. 
at p. 20.) 

The jurisdiction of the Federal district court in Connecticut to determine the 
existence and amount of any obligation arising out of the operation of the 
Boston & Providence property pursuant to section 77 (c) (6) has been con- 
clusively sustained (Palmer v. Warren, 108 F. 2d 164; Warren v. Paimer, 310 
U. S. 132). Such operation still continues by the reorganized New Haven pur- 
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suant to section 77 (c) (6), and the Federal district court in Connecticut still 
has the jurisdiction mentioned (In re New York, N. H. & H. R. Co., 169 F. 2d 337; 
Callaway v. Benton, 336 U. 8. at pp. 148, 144). 

It is interesting to note that in Warren v. Palmer, cited above, Mr. Justice 
Reed discussed the operation of the Boston & Providence pursuant to section 
77 (c) (6) of the Bankruptcy Act. Referring to that subsection, he said (310 
U.S. at p. 138) : 

“Provision is made by the Bankruptcy Act for the operation of leased prop- 
erty on surrender. It is under this subsection that respondent claim to have 
become entitled to the amount sought in the motion for allowance and lien. 
This subsection [i. e. § 77 (c) (6)] modifies pro tanto the rule of the Interstate 
Commerce Act for operation.” 

And at page 140 he commented further on the subsection as follows: 

“In view of the public importance of rail service, we think this subsection 
represents an intention to give the court charged with operation the fullest 
ability to secure the necessities of operation—an intention to give the operating 
court power to promise those having the materials, men and equipment needed 
for operation a first lien on the road to secure payment for the operation.” 

The inference from this seems to be that Congress recognized that the provi- 
sions of section 15 (6) of the Interstate Commerce Act should have, at most, very 
limited application to operations being conducted under the compulsion of sec- 
tion 77 (c) (6) of the Bankruptcy Act for the account of a former lessor. If so, 
there would not appear to be any gap in section 77 for the pending bill to close. 
I will develop this point later. 

Following the rejection of the Boston & Providence lease, a Boston bank 
which then held all of the Boston & Providence funded debt, namely, $2,170,000 
of 5 percent debentures, on August 4, 1938, petitioned the Federal district court 
in Massachusetts for reorganization of the Boston & Providence under sec- 
tion 77. This was approved on the following day by Judge Francis J. W. Ford, 
whose order enjoined all persons wherever situated from interfering in any 
manner with the present operation of the Boston & Providence Railroad or prop- 
erties (i. e., operation for its account pursuant to sec. 77 (c) (6)). It will be 
observed from this that the Boston & Providence reorganization proceedings 
have now lasted for nearly 20 years. 

During the past 18 years the Commission has issued 6 reports and orders on 
the Boston & Providence plan, as well as 7 in the New Haven proceedings. I 
will only make a few observations about them, for they are quite adequately 
described in the Commission’s fourth and fifth supplemental reports in the 
Boston & Providence proceedings (290 I. C. C., at pp. 363 and 404). In both 
proceedings it was recognized by all of the original parties, almost from the 
beginning, and by the Commission and the courts having jurisdiction, that re- 
organization of the Boston & Providence should be through sale of its properties 
to the New Haven (see 290 I. C. C., at pp. 407, 408) ; in fact, in 1940 the Boston 
& Providence interests requested the Commission that it modify the approved 
plan of the New Haven with respect to the acquisition of the properties of the 
Boston & Providence, so as to require the New Haven to acquire the properties 
(see 244 I. C. C., at p. 247). Thus the main task of the Commission was to 
determine a fair purchase price, essentially a matter of valuation, in which: field 
the Commission is expert. 

In spite of the unfavorable segregation results in the case of the Boston & 
Providence and the administration claims of the New Haven trustees based on 
those results, the Commission did not give them dominant weight or ascribe 
priority to them in fixing the price to be paid for the Boston & Providence proper- 
ties by the New Haven (see 290 I. C. C., at pp. 390-392). Rather, it gave the 
Boston & Providence the benefit of many other elements or factors to which it 
was not possible to ascribe precise money values (id.). These other factors 
were described in the original report of the Commission on the Boston & Provi- 
dence plan in 1940 at pages 476-479 of volume 239, Interstate Commerce Com- 
mission. The result was that the Commission provided for a purchase price of 
about $6 million, par value, in securities of the reorganized New Haven, yielding 
a return of about $240,000 per annum (see 290 I. C. C., at pp. 393, 394) as con- 
trasted with the old rental of $511,500 (239 I. ©. C., at p. 466). It has been 
computed that the purchase price, after satisfying the Boston & Proviaence in 
full, would produce about $103 per share for the 33,291 shares of stock of the 
Boston & Providence outstanding in the hands of the public (see Judge Ford’s 
recent opinion approving the Boston & Providence plan in 143 F. Supp., at pp. 
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870, 871). And in addition the plan will provide for other considerations, which 
were described by Judge Ford in the same opinion. 

Reverting once more to the question of the use of the segregation results in the 
case of the Boston & Providence, the committee will observe the following remarks 
of dissenting Commissioner Joseph B. Eastman in the original report on the 
New Haven plan (239 I. C. C., at p. 452) : 

“For the reasons indicated, I am unable to conclude that the results of the 
segregation study, in and of themselves and without the consideration of factors 
which did not enter into the formula afford an adequate indication of the 
respective earnings or lack of earnings of the Old Colony and the Boston & Provi- 
dence as parts of the New Haven system, and still less of their value to the 
system. So far as the Boston & Providence is concerned, I am in this respect 
in apparent agreement with the conclusions of the New Haven management and 
of the majority of the division, in view of the offer to the Boston & Providence 
which is included in the approved reorganization plan, and which is quite incon- 
sistent with the results shown by the segregation study.” 

The Boston & Providence has thus been relieved from any severe impact of the 
segregation results in its pending plan of reorganization, which has been approved 
by the district courts both in Connecticut and Massachusetts. The purchase price 
of its properties fixed by the Commission and so approved by the courts appears 
generous in the light of the weaknesses of the Boston & Providence. I have 
already indicated some of those weaknesses, including its short haul, its suscep- 
tibility to competition, its participation in a relatively small amount of through 
freight traffic, its dependence on the New Haven as a connection, and the New 
Haven’s ownership of a feasible alternate route. I would like to mention a few 
more, which doubtless were reflected in the segregation results. It originates 
little freight traffic (239 I. C. C., at p. 384). It has a high proportion of pas- 
senger service compared to the balance of the New Haven system (id. at p. 394). 
It is confronted with heavy local taxes in Boston (the annual tax there is $86 
per $1,000 of assessed valuation, and assessments are high). Due to morning 
and evening commutation traffic, it is unable to reduce passenger terminal facili- 
ties despite the drop in volume of through business (see 239 I. C. C., at pp. 394, 
395). And it lacks balance between incoming and outgoing freight traffic, due 
largely to the absence of natural resources in eastern Massachusetts (see New 
England Divisions, 62 I. C. C., at p. 518), which necessarily results in heavy 
car detention charges and westbound empty car movement. 

By way of contrast, and to show the inequity of affording to the Boston & 
Providence any new privileges under section 15 (6) of the Interstate Com- 
merce Act which were not granted to other creditors or stockholders in the 
New Haven’s proceedings, the committee should take note of the impact of the 
segregation on those other creditors and stockholders and their resulting 
treatment in the plan which was consummated for them. The annual interest 
charges and segregation earnings for each underlying mortgage bond issue 
on the New Haven’s owned lines in 1940, except those securing the two minor 
terminal issues, with a statement of the relation of the former to the latter, 
are shown in a table in volume 239, Interstate Commerce Commission, at page 
403. Such underlying issues, 10 in number, called for annual interest charges 
aggregating $2,484,490. Two small issues, the Dutchess and the New York, 
Providence & Boston, showed high earnings and accordingly were paid in 
full when they fell due. Two additional issues, the Naugatuck and the Harlem 
River & Port Chester, showed segregated earnings in excess of 1.6 times their 
respective annual interest charges, and they were not disturbed in the reorganiza- 
tion. 

Three more of the underlying issues, the Housatonic, the New England and 
the Central New England, with segregated earnings covering annual interest 
charges between 1.26 and 1.58 times, received in exchange new first and refunding 
bonds of the reorganized New Haven. And the remaining three underlying 
issues, Showing small segregated earnings or small losses, received comparably 
poorer treatment. 

The great bulk of the New Haven’s old secured indebtedness consisted of 
various bonds and debentures secured by its old first and refunding mortgage, 
and segregated earnings for these were about 49 percent of annual interest 
charges (see 239 I. C. C., at pp. 347, 348). Claims on these bonds and debentures 
aggregated about $181 million at the time of consummation in 1947, and they 
were satisfied about 31 percent in new first and refunding bonds of the reorgan- 
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ized New Haven, 44.5 percent in it new general income mortgage bonds, and 24.5 
percent in its new preferred stock. 

The confirmed plan of reorganization for the New Haven provided for the 
satisfaction of unsecured claims against the New Haven in new common stock 
(257 I. C. C., at pp. 34 and 48). The holders of $49 million, par value, of old 
preferred stock of the New Haven and of $157 million, par value, of old common 
stock of the New Haven (239 I. C. C., at p. 344) were wiped out (257 I. C. C., 
at p. 48). The claims of Old Colony’s mortgage bondholders were scaled down 
drastically, and its stockholders accordingly received nothing (257 I. C. C., 
at pp. 30, 31). Stockholders of the other lessors whose leases were rejected 
(i. e., the Hartford & Connecticut Western, the Providence, Warren & Bristol, 
and the Chatham, with no bonds or debentures outstanding in the hands of 
the public) received limited amounts of new common stock of the reorganized 
New Haven (id.). 

It is from these surviving creditors of the New Haven, whose obligations 
were thus scaled down and who felt the impact of the segregation results with- 
out the benefit of any special divisions under section 15 (6) of the Interstate 
Commerce Act, that the Boston & Providence would exact under that section 
“a division larger than justice merely as between the parties would suggest” 
(see U. S. v. Abilene & So. R. Co., 265 U. S., at p. 284, and Baltimore & Ohio R. 
Co. v. U. S., 298 U. S., at p. 370). Surely that would be both inequitable and 
confiscatory. 

But that is not all. The committee can find in volume 239, Interstate Com- 
merce Commission, at pages 379, 388, 389, and 391, that the Commission’s Bureau 
of Valuation found that as of December 31, 1936, the cost of reproduction less 
depreciation, plus the value of lands and rights, of the New Haven’s system, 
excluding the Boston & Providence, aggregated $415,628,475, a figure which has 
probably increased by at least 50 percent since then. The committee will also 
observe that the approved total capitalization of the reorganized New Haven 
was fixed by the Commission in 1940 on the basis of annual income available for 
fixed charges of $13,388,674, which the Commission believed to be “reasonably 
attainable in the future” (239 I. C. C., at pp. 896-400). It will further be noted 
that the annual average of such income for the first 10 full years after the last 
World War has been $13,368,030, or only about $20,000 a year less than the 
Commission’s estimate. (Footnote in 148 F. Supp., at p. 874.) These figures 
indicate an average return to the reorganized New Haven on the present value 
of its property which is in the vicinity of 2 percent—scarcely a “fair return.” 
This is the “pie” from which the Boston & Providence would seek a larger cut 
under the principles of section 15 (6). But it appears from the Abilene & 
Southern and the Baltimore & Ohio cases, just cited, that the Boston & Providence 
could not do so, even though the proposed bill were enacted. For in those cases 
the Supreme Court said: 

“It is settled that, in determining what divisions should be [under section 
15 (6)], the Commission may, in the public interest, take into consideration the 
financial needs of a weaker road; and that it may be given a division larger than 
justice merely as between the parties would suggest ‘in order to maintain it in 
effective operation as a part of an adequate transportation system,’ provided the 
share left to its connections is ‘adequate to avoid a confiscatory result.’ ” 

It said this since one of the criteria which section 15 (6) admonishes the 
Commission to consider is “the amount of revenue required to pay their [i. e., 
the carriers concerned] respective operating expenses, taxes, and a fair return 
on their railway property held for and used in the service of transportation.” 
Thus, section 15 (6) presupposes not only railroads under separate manage- 
ment, but as well a weak railroad having strong connecting railroads. It can 
readily be seen that the balance of the New Haven system has not been a strong 
connection financially, so that it is difficult to see how, if the bill were enacted, 
the Boston & Providence would get larger divisions from the New Haven than 
those in effect provided for it in its pending plan of reorganization. 

A final observation with respect to the segregation formula should be made. 
In volume 290, Interstate Commerce Commission, at pages 412 and 413, the 
Commission pointed out that under that formula the Old Colony system lines 
(which included the Boston & Providence) actually were granted larger alloca- 
tions of revenue than other segments of the New Haven, and that such larger 
allocations were predicated upon principles governing divisions of interline 
freight revenues. And the Commission then pointed out in a footnote: 

“While, as stated above, there is no intention herein to go into the merits of 
the formula, this brief reference to the principles on which the formula is based 
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is merely for the purpose of showing that our consideration of the earning power 
of the debtor’s lines [i. e., those of the Boston & Providence] did not ignore stand- 
ards governing divisions under the Interstate Commerce Act.” 

What more, then, is the Boston & Providence seeking through the enactment 
of the present bill? This statement by the Commission is another indication 
that there is no gap in section 77 of the Bankruptcy Act. And it also indicates 
another reason why the Boston & Providence proceedings should be divorced 
from the effect of the bill, if it is to be enacted. 

But it may be said, “All right. Exempt the operating lessee from the amend- 
ment and let the lessor proceed for divisions against carriers other than the 
lessee.” Such a proceeding would, in effect, constitute what I call a gereral 
division case. I am informed that those cases customarily take not less than 5 
years from the time the work is started to amass evidence until their final 
conclusion. Would it be legitimate for the trustee of any bankrupt lessee to 
reject any burdensome lease under those circumstances? How much additional 
litigation would have arisen out of the New Haven’s proceedings? And what 
additional delays would have been occasioned thereby? The answers to these 
questions seem to be contrary to the main reasons for the enactment of section 77. 
The committee will recall that the Supreme Court said in 1935 in the Rock Island 
case (294 U. S., at p. 685) : 

“The delay and expense incident to railroad receiverships and foreclosure sales 
constituted, probably, the chief reasons which induced the passage of section 77; 
and to permit the perpetuation of either of these evils under this new legislation 
would be subversive of the spirit in which it was conceived and adopted.” 

Subsequent to the approval by the Interstate Commerce Commission of the 
present plan of reorganization of the Boston & Providence in January of 1954, 
a small group of Boston & Providence stockholders represented by Attorney Rood 
at that late date intervened in the reorganization proceedings and sought to upset 
the plan. The group also sought to obtain a division of joint rates under sec- 
tion 15 (6) of the Interstate Commerce Act, but was turned down by the Com- 
mission. This action by the Commission was sustained by a three-judge Federal 
court in the eastern district of Virginia (Group of Boston & Providence Stock- 
holders v. I. C. C., 183 F. Supp. 488). An appeal of the stockholder group from 
this decision to the Supreme Court was denied (350 U. 8S. 926), as was its 
petition for rehearing (350 U. S. 985). 

In the course of this litigation in Virginia, the three-judge court found that 
the action brought by the stockholder group was “oppressive and vexatious” and 
as a result ruled that the New Haven was entitled to recover its attorneys’ fees 
and expenses incident to the defense of that action. I participated in that liti- 
gation and submitted an affidavit in support of our bill of costs to indicate to what 
ends the stockholder group had gone to harass us. I am submitting copies of 
that affidavit for the committee’s information and, I hope, careful scrutiny. I 
am also submitting copies of the order of the three-judge court which allowed 
the costs. Reconsideration of that order as to costs was likewise denied by the 
Supreme Court (350 U. 8. 985). 

In the meantime, on July 30, 1954, the Commission denied a petition of the 
stockholder group for modification of the plan of reorganization (290 I. C. C. 
404) and certified the plan to the court. As previously indicated, on July 24, 
1956, Judge Ford in the Federal district court in Massachusetts found the plan 
for the acquisition of the Boston & Providence by the New Haven to be fair 
and equitable to all parties concerned, and he therefore approved it (Jn re 
Boston & Providence Railroad Corp., 143 F. Supp. 866). 

This approval of the plan was sustained by the Court of Appeals for the First 
Circuit on December 9, 1957 (Freemen v. Mulcahy, 250 F. 2d 463). And recently, 
last April 28, the Supreme Court denied the petition of the stockholder group for 
certiorari, as well as a motion by that group for leave to file a petition for re- 
hearing concerning the Supreme Court’s 2-year-old denial of appeal from the de- 
cision of the 3-judge court in Virginia which had denied the group’s attempt to 
peg divisions of joint rates fixed under section 15 (6) of the Interstate Commerce 

ct. 

From the foregoing facts, the following conclusions are warranted: 

1. At the time the segregation formula in the New Haven system reorganiza- 
tion was considered by the Interstate Commerce Commission in 1938, during 
which time the Boston & Providence was represented, the Commission did not 
ignore standards governing divisions under the Interstate Commerce Act (the 
Commission has so stated in vol. 290 of its reports at p. 413, footnote 8). 
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2. Had the pending bill (H. R. 982) been a part of section 77 of the Bank- 
ruptey Act in 1935, when the New Haven’s reorganization proceedings began, 
separate proceedings for divisions of joint rates under section 15 (6) of the 
Interstate Commerce Act could have been brought in behalf of at least five 
former leased lines comprising parts of the New Haven system. And had that 
been the case, it would have been inequitable not to permit at least seven addi- 
tional mortgage divisions of the system, whose bonds had been defaulted, to 
institute similar proceedings for divisions. This would have resulted in a chaos 
of litigation, which was fairly and equitably avoided by the adoption of a 
formula pursuant to section 77 (c) (10) of the Bankruptcy Act for the segrega- 
tion of the system’s earnings and expenses between the parts of the system 
which were separately subject to the liens of the various mortgages and were 
or had been separately subject to lease, such formula recognizing, as far as the 
necessities of the case permitted, the principles governing the divisions of joint 
rates under section 15 (6) of the Interstate Commerce Act. 

3. Had such a chaotic multiplicity of proceedings likewise been brought by 
such divisions of the system against other railroads, it would not only have 
added further to the delay in the reorganization proceedings, but as well would 
have upset orderly procedure in division cases then pending, which had been 
brought by the New Haven’s trustees in behalf of the entire New Haven system. 

4. If the pending bill (H. R. 982) is now enacted, it will serve to delay for 
additional years the consummation of the pending plan of reorganization of the 
Boston & Providence, which has finally been approved as being fair and equitable 
to all Boston & Providence interests. Hence, if such bill should be enacted in 
spite of its defects, it should at least exempt the Boston & Providence from its 
operation. 

5. If the Boston & Providence is not excluded from the operation of the bill 
and should ultimately receive better treatment by reason thereof (which appears 
dubious in view of the very fair treatment now proposed for the Boston & 
Providence in the reorganization plan), such treatment would be at the expense 
of other creditors of the New Haven who did not receive special benefits out of 
separate divisions proceedings under the Interstate Commerce Act and hence 
would be unfair to such other creditors and contrary to basic concepts of 
equitable treatment under the Bankruptcy Act. 


Senator Carrots. Anycomments? That is pretty much your whole 
position, is it not ? 
Mr. Corprn. Yes. 


Senator Carroiu. In addition to the comments and questions and 
colloquy we have here which, of course, will be in the record. 

What further comments do you desire to make ? 

Mr. Corsin. Now, I was referring to the Fifth Supplemental Re- 
port of the C ommission of July 30, 1954, in the Boston & Providence 


proceedings, in which they disc “assed the value of the debtor’s property, 
the Boston & Providence, and they said this: 


With respect to petitioner’s contentions that the formula could not be applied 
to the debtor because it was no longer subject to lease after 1938, and that in 
view of the rejection of its lease it was our duty to establish divisions under the 
Interstate Commerce Act, we observe that a similar contention was denied in 
Palmer V. Palmer (104 Fed. 2d 161, certiorari denied, 308 U. S. 590). 

That decision involved an appeal by Old Colony from the District Court’s or- 
der approving the administration account of the New Haven trustees computed 
under the segregation formula. The Old Colony took the position that the 
formula was based on the assumption that the Old Colony had remained a part 
of the New Haven and that, in fact, it had not, because by the rejection of the 
lease it had become a separate road in spite of its continued joint operation under 
section 77 (c) (6). It argued that we were bound to divide the rates under sec- 
tion 15 (6) of the Interstate Commerce Act and had failed to do so as a report 
approving the formula showed, because we had treated the Old Colony as still 
a leased road. It insisted that in allocating revenues and expenses it should 
have been favored as a weaker and separate road. 


32156—58——_12 
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I want to point out that insofar as divisions against the other seg- 
ments of the New Haven are concerned, they do not have a very strong 
road to get increased divisions on. 


After referring to section 77 (c) (6) and 77 (c) (10), Judge L. Hand, who de- 
livered the decision, said at page 165: 

“If a reference to the Commission under this section was proper at all, we 
need not decide whether the Commission was bound by section 15 (6) of the 
Interstate Commerce Act. (It should in any event be noted in passing that 
section 15 (6) is merely a procedural implementation of section 14 and section 
14 primarily, at any rate, applies to roads under separate management. ) 

We need not so decide because if the Commission had jurisdiction, the Old 
Colony was bounded to submit its evidence to it, and at that time to secure from 
it a proper recognition of its privileges under section 15 (6). It could not later 
ask the district court to take these up as an original question. Thus the only 
thing open to us now is whether section 77 (c) (10) covers a case where the 
court has continued the original joint operation of a leased road under section 
77 (c) (6) after the lease has ended. Literally it is true the section does not 
cover the case, but we think it should nevertheless be understood to do so.” 


Now, the Commission continues with its own report: 


This decision in our opinion is equally applicable to the debtor, Boston & 
Providence, in view of its active participation from the beginning in the pro- 
ceedings respecting the segregation formula. 


Footnote 7: 


In fact, the reference of the segregation formula to us by the court under 
section 77 (c) (10) resulted from the petition of Bankers Trust Company, as 
trustee under the New Haven’s first and refunding mortgage, requesting that 
the New Haven trustees be directed to cease making cash payments under the 
debtor’s lease. 


I beg your pardon. I did not wish to emphasize that footnote. 


We also accept that the Connecticut district court’s jurisdiction over the 
operation of the debtor’s lines was sustained even though the New Haven 
reorganization had been consummated and the debtor’s operations were being 
conducted by the reorganized New Haven— 
with the citation. 

And then they continue to discuss—I am going to cut out any more 
discussion here. 

Senator Carroiu. I was going to make—— 

Mr. Corsrn. They go into details of the segregation formula. 

Senator Carrotu. I was going to make a recommendation. Can 
we not have that inserted in the record where you want it, that portion 
of the decision from which you are reading ? 

Mr. Corstn. Yes. May I just read footnote 8, however? I think 
it will be illuminating. 

Senator Carrot. If you would like to have that inserted in the 
record, we will put it there. I just want to make this suggestion to 
you. 

Mr. Corsrn. Footnote 8: 


While, as stated above, there is no intention herein to go into the merits of 
the formula, this brief reference to the principles on which the formula is 
based is merely for the purpose of showing our consideration of the earning 
power of the debtor’s lines did not ignore standards governing divisions under 
the interstate Commerce Act. 


In other words, the Commission, when it considered the segregation 
formula, was considering the standards governing divisions under 
section 15 (6) of the Interstate Commerce Act. 
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Senator Carrot. Well now, you will admit—— 

Mr. Corstn. The Commission wanted to point out 

Senator Carrotu. I think you will admit now, from hearing the 
testimony of Mr. Baker, who is quite familiar with the ruling of the 
Commission, that the Commission feels that it has no jurisdiction to 
make an equitable division of revenue in those cases where joint rates 
are not involved. 

Mr. Corstn. Where joint rates are not involved. 

Senator Carroti. Yes. As in the case between 

_ Mr. Corsry. That would not be affected by the proposed bill either, 
sir. 

Senator Carrotu. Well, I was under the impression, and I would 
like to have the comments of Mr. Baker if I have stated it correctly— 
may I have the House record? We can narrow this down. There is 
no use of us going back into all of this litigation except I want you 
to make a full presentation so that whoever reads this record may 
understand the background. It has been very helpful, I must say, to 
the Chair to have this matter brought out that has been presented 
this afternoon. 

Here is the point I want tomake. Iam now reading from the House 
report on page 2: 

In the absence of joint rates, the Interstate Commerce Commission has held 
that it does not have jurisdiction to apply 15 (6). 

Mr. Corsrn. In the absence of joint rates having been established in 
cases where there might be joint rates, yes, I see. I was thinking at 
first that you were merely referring to rates local to one piece of rail- 
road as opposed to rates between two or more railroads. 


Senator Carrot. Now, then, this following statement from the 
House bill: 


As the appended report of the Interstate Commerce Commission states, H. R. 
982 would do no more than “afford to a lessor carrier whose properties are being 
operated for its account under the provisions of paragraph 6 of section 77 (c), 
the same right as other carriers have to receive a just division of revenue 
accruing from operations over its lines fixed in accordance with the criteria pre- 
scribed by section 15 (6) of the Interstate Commerce Act.” 

Now, that statement, if we accept it for being true, what is wrong 
with that type of legislation ? 

Why should it not be enacted into law ? 

Why should there not be clarification of jurisdiction of the ICC 
with reference to 15 (6) ? 

Mr. Corsrn. I think that section 77 (c) (10) might be revised as to 
future reorganizations, so that at the time a segregation formula is 
referred to the Commission for its recommendations, it be stated there 
that at that time the Commission not ignore the standards governing 
divisions under the Interstate Commerce Act. 

Actually, it has done so in our case. 

Senator Carroti. Well, are you recommending that we make a 
change in 

Mr. Corstn. Section 77 (c) (10), perhaps, sir. At the time the 
formula is referred to the Commission for its recommendations. 

Senator Carrott. Do you have any comment to make on that, Mr. 
Baker ? 

What would be the effect of that? 
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Mr. Baxer. I believe the prepared statement perhaps covers that. 
The last paragraph on page 4 refers to paragraph 10 of section 77 (c), 
and, going to the second sentence, the significant portion is that under 
that paragraph the Commission may only recommend. 

It does not have the power to affect a different division of earn- 
ings from time to time because of changed conditions. 

In other words, what might appear fair in 1938 might not appear 
fair under changed conditions in 1958; and, if the only amendment 
were made to paragraph (c) (10), the Commission having recom- 
mended adoption of a formula, could not later effect a change in 
their formula. 

Senator Carroti. Are you recommending, Mr. Corbin, that they 
do have the power to recommend that change? 

For example, as stated in this exhibit, in the testimony in the 
record, the Commission does not have the power to effect a different 
division of earnings from time to time because of changed conditions, 
nor is there any statutory standards governing the apportionment 
of revenues under this paragraph such as is prescribed in section 
15 (6) of the Interstate Commerce Act, concerning division of joint 
rates. 

Mr. Corsrn. Insofar as making recommendations are concerned, or, 
rather than that, having a power to enforce a different division, I 
think it would be highly unfair to the several other creditor divi- 
sions of the New Haven Railroad who receive their treatment based 
upon this segregation formula, for one leased line alone to be pre- 
ferred in treatment by reason of being given special resort to the 
Commission under section 15 (6). 

I think it would also be highly unfair if you are going to permit 
former lessors in a bankruptcy proceeding to go to the Commission 
for special treatment under section 15 (6); that that same treatment 
should properly be afforded to mortgaged divisions of this system. 

In effect, when mortgaged bonds on a segment of the system are 
defaulted, the mortgage bondholders are, in effect, the owners of 
that segment. 

Why should not they, too, be given the benefits of section 15 (6) ¢ 

Senator Carrott. Do you have any comment to make as to that, 
Mr. Baker ? 

Mr. Baxer. Well, in that situation, of course, you do not have 
two carriers. 

The mere fact that a separate mortgage exists on a portion of a 
carrier’s property does not create two carriers, which could have a 
joint rate. 

The Commission, in approving a plan of reorganization in such 
situations, does ascertain the earning power of each mortgage district 
in order that it may fairly allocate securities or distribute other assets 
of the debtor to the bondholders who have liens on the respective 
mortgaged districts. 

But I do not feel that section 15 (6) could be made applicable insofar 
as separate mortgaged districts are concerned. 

Senator Carroti. You go ahead and complete your statement. 

Mr. Corsrn. In other words, as I understand Mr. Baker’s reply, 
leasehold provisions, where leases have been rejected and the operation 
continued under (c) (6), those leasehold divisions might get better 
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treatment by reason of section 15 (6), but mortgage divisions could 
not. 

I think that is highly inequitable. 

Senator Carrot. Well, isn’t that under the joint rate proviso of 
the ICC, as I understand it, where they have joint rates? 

Mr. Corsi. If they have joint rates, they do not have them now 
established insofar as the Boston & Providence is concerned. 

Senator Carroxu. I am not thinking about this particular case. I 
am thinking about the general application. 

Mr. Corsin. Yes, sir. 

Senator Carrot. The general application of the law. And that 
under existing law and existing practice—and, again, I am reading a 
line which I think has received the approval here from the House 
report— 

Since the former lessor’s line is being operated jointly with that of the former 
lessee, an apportionment of the revenues must be made between the two estates. 
Where the Interstate Commerce Commission finds that the joint rates exist, it 
has exercised its authority under section 15 (6), and to prescribe just, reason- 
able, and equitable divisions as between the carrier estates. 

Now, it is only because of some fate, perhaps, of a court, perhaps of 
the Commission itself, to fulfill an intent of Congress. 

Perhaps they could have said it was not the intent of Congress. I 
think they did say. 

And now we are trying to supply an intent to say whether it is in 
the joint rate or the case where there are no joint rates, the question 
is: Shall the Commission have jurisdiction to prescribe just, reason- 
able, and equitable divisions as between lessor and lessee caught in 
this condition, in view of the number of lessors and lessees that are 
similarly situated in the industry today ? 

Now, that is really the basic legislative question, because I have 
tried to cover how much of this would be retroactive and this is not 
really to reach—the purpose of the legislation is not really to pre- 
scribe rules and standards, whether it operates in the future or how 
far it operates—but, really, to supply a defect in the law. 

Now, I asked the question really for my own edification. 

How far would it be retroactive? Mr. Baker covered that some- 
where in his testimony. 

We might go back as far as 1954, but, in any event, there would 
have to be the filing of a new claim, and I have no way of knowing 
how this would affect the New Haven and the Boston & Providence 
dispute. 

Mr. Corsin. Here, sir, we have a plan already approved, finally 
approved as fair and equitable to the several parties. 

If this legislation were to be enacted and to apply to the Boston & 
Providence alone, it would unquestionably upset the years of labor 
that have gone into the formulation of that plan, or at least would 
delay the proceedings for an extended amount of time. 

I understand the division’s cases take about 5 years on the average. 

I think it would be highly unfair to the other New Haven creditors 
who were treated largely in accordance with the segregation formula. 

The Boston & Providence has been given better treatment in spite 
of its weaknesses. 

Senator Carrott. Well, is there any—— 
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Mr. Corsrn. I do not think there is any gap in this situation, because, 
as the Commission itself has said, when it considered the segregation 
formula, it considered the principles of section 15 (6) and the formula 
appeared to cover that. 

Senator Carrotu. Well, that might be something for the Commis- 
sion to determine later on. But, by conferring wider jurisdiction 
upon the Commission, as Mr. Baker has indicated. 

They are very careful in no sense to obligate the Commission to do 
more than it has to, but it might consider it. 

The question of that consideration, I think you indicate, might up- 
set a present plan of reorganization. 

Mr. Corzrn. Yes, sir. 

There has always been doubt expressed that after such a proceeding 
in the case of the Boston & Providence, the Boston & Providence ul- 
timately gets any better treatment whatever than has now been af- 
forded to it. 

Senator Carrot. I think that would be, again, a question which is 
really not a legislative question. It is really a question of whether 
parties can get together and what is happening, what has been hap- 
pening in this case for some 20 years ; but from the legislative question, 
us presented here by the House—and I assure you that I have never 
been familiar with this case in any sense at all; I did not know at all 
that I was going to be appointed as chairman of an ad hoc committee, 
and, if I had known it, I would have tried to duck the job. I will be 
very frank with you. "But, nevertheless, we have got this problem of 
trying to solve this question. 

Do} you have any further testimony on this, Mr. Corbin ‘ 

I do not want to preclude you in any way. It is now after 5 o'clock. 

Mr. Corry. In the last few pages of my written statement, I 
brought out, among other things, that in the course of litigation in 
Virginia, the three-judge court found that the action brought by the 
stockholder group was oppressive and vexatious, and, as a result, ruled 
that the New Haven was entitled to recover its attorneys’ fees and ex- 
penses incident to the defense of that action. 

I participated in that litigation and submitted an affidavit in sup- 
port of eur bill of costs to indicate to what ends the stockholder 
group had gone to harass us. 

I am submitting copies of that affidavit for the committee’s informa- 
tion and I hope for its careful ser utiny. 

Senator Carrot. Those affidavits will be received and placed in the 
committee file. 

Mr. Corern. I am also submitting copies—they are copies of a certi- 
fied copy of the order of the three-judge court, which allowed the costs 
about three years ago. 

I might add that those costs have not yet been paid, even though we 
have attempted to collect them by process. 

Mr. Roop. May I correct that and say we have paid the money to the 
court. May I also say that that order is already in the record in the 
appendix to our blue petition to the Supreme Court. 

Senator Carrot. Well, nevertheless, they will be put in the commit- 
tee file. 

Mr. Corern. I think it would be helpful to the committee to have 
the opinion of the Court of Appeals, First Circuit, sustaining the ap- 
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proval of the pending plan. It has a very fine factual statement in it. 

Senator Carrot. It will be received for the committee file. 

Mr. Corsrn. And I merely point out at this time the conclusions I 
have drawn from the facts are set forth in the last three pages of my 
prepared statement. 

Thank you, sir. 

Senator Carrotit. Thank you, Mr. Corbin. All this testimony has 
been helpful. It is a difficult, and complicated matter, and you under- 
stand, I do not want to shut off Mr. Hyman. How long are you 
going to testify ? 

Mr. Hyman. [I said 10 minutes. 

Senator Carrot. We will be happy to hear you. 

But first I want to ask Mr. Corbin one question. 

In the segregation survey, about which you testified, the operation 
of the railroad, the New Haven Railroad, using the Boston & Provi- 
dence lines, is that operating, that line? Does the survey show a loss 
or a profit at this time? 

Mr. Corsrn. We have not attempted to carry that out subsequent to 
1947, sir, on account of the expense involved and the limited weight 
placed upon the segregation result by the Interstate Commerce Com- 
mission in determining a fair price to be paid for the Boston & 
Providence properties. The Commission in effect has affirmed our po- 
sition heretofore on that and has also, at least as late as 1954, indicated 
that there has been no creditable evidence of any changed conditions 
sufficient to warrant a change in the basic treatment provided for in 
the plan for the Boston & Providence. 

Senator Carroty. You mean there is no creditable evidence that 
nobody has presented any evidence ? 

Mr. Corsrn. Of changed conditions. The conditions remain largely 
as they were in 1938 and 1939. 

Senator Carroty. How do they know? Have they conducted an 
investigation ? 

Mr. Corstn. They have had adequate hearings, yes sir. 

Senator Carrot. In other words 

Mr. Corsrn. They prognosticated in 1940 that the New Haven’s sys- 
tem earnings in the future available for fixed charges would be in the 
vicinity of $13 million a year. As of about a year ago, they were right 
to within $20 million a year. 

Senator Carrot. The Interstate Commerce Commission ? 

Mr. Corprn. Yes, sir. 

Senator Carrotu. Thank you very much, Mr. Corbin. 

Mr. Hyman, will you proceed. 


STATEMENT OF JOSEPH B. HYMAN, ALEXANDRIA, VA., REPRE- 
SENTING PUBLIC STOCKHOLDERS OF THE BOSTON & PROVIDENCE 
RAILROAD CORP. 


Senator Carrot. I am not going to give you a time limitation. 
I know you are a man of rare judgment, so you observe the clock but 
nevertheless make your statement. 

Mr. Hyman. Thank you very much. 

Senator Carron. Your name, please. 
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Mr. Hyman. My name is J. B. Hyman. My address is 216 Prince 
Street, Alexandria, Va., and I am a lawyer. I am appearing here to 
urge the passage of H. R. 982 in conjunction with Mr. Rood. 

would like to begin, Mr. Chairman, by picking up one or two 
points. You were ine in effect if there had been any evidence in 
the record as to the present earnings of the Boston & Providence. 
There has been no evidence taken with respect to the earning power 
of the Boston & Providence for, I would say, a period of 20 years. 
The estimate of the earnings has been made on the basis of the formula 
of 1938. The formula of 1938 is constructed in such a way that the 
Boston & Providence, as the Commission has said, has no earning 
power and can have no earning power. The reason the segregation 
formula has that effect is that the formula assigns very heavy terminal 
expenses to the Boston & Providence but does not allow the Boston & 
Providence revenues to offset those expenses. 

Normally in the division of rates between two connecting carriers, 
the allocation of revenue was made in the light of experience for 
operation of the connecting lines. It was for that reason that we 
sought to have revenues allocated to us on the basis of section 15 (6) 
of the Interstate Commerce Act. 

I would also like to make one comment on something Mr. Corbin 
has said a number of times. He has said that it would be unfair to 
other creditors if the Boston & Providence were to receive fair 
divisions—I mean to the creditors of the New Haven—if the Boston & 
Providence were to receive fair divisions on the basis of section 15 (6). 

I would like to point out that the Boston & Providence is not a 
creditor of the New Haven. The issue is merely the basis on which 
revenue shall be divided between the Boston & Providence and its 
connecting carrier, the New Haven; between the New Haven and its 
connecting carrier, the Boston & Providence; and I do not think that 
Mr. Corbin would undertake to say that the former creditors of the 
New Haven had any grievance if, for example, the division between 
the New York Central and the New Haven were altered. That is, 
this is a matter of making of rates, the division of rates between two 
railroads. 

Now, you have said, and other people have stated, I believe, in this 
record, that the Boston & Providence is not an operating railroad. 
As to that I can only say that the Boston & Providence is an operating 
railroad for financial purposes. The operation is carried on for its 
account. The losses oe the operation are Boston & Providence 
losses. The profits would be Boston & Providence profits. 

Senator Carro.u. I might say to you, Mr. Hyman, that in the sense 
that I used “operating” I said it was not an operating railroad in the 
sense that it has rolling stock. 

Mr. Hyman. Yes. And as for the lack of rolling stock, as Mr. 
Corbin pointed out, that is supplied by the New Haven, which is our 
agent for operation, and the cost of that rolling stock would be charged 
to us in any proceeding on the basis of 15 (6). 

I would like to say very briefly something about the manner in 
which this legislation was introduced, the way it was brought up. 
We intervened in the reorganization proceeding. The Commission 
found that the Boston & Providence had no earning power. We 
thereupon filed a complaint in accordance with 15 (6) of the Inter- 
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state Commerce Act, and as you know, we were unsuccessful. The 
allocation of revenue under the 1938 formula was such that the Boston 
& Providence was operating at a deficit which the Commission found. 

We felt that that was confiscation. We felt that that was confisca- 
tion contrary to the Constitution. And certainly contrary to the 
statute enacted by Congress. 

After we were unsuccessful in the 15 (6) proceeding in the Supreme 
Court, I went to Senator Kilgore, who was then the chairman of this 
committee, and I told him the story. He felt the result of litigation— 
he thought the situation was very unfair, it was outrageous, and he 
asked what could bedone. I said the only thing needed was legislation 
which would insure that the Boston & Providence would get its share 
of what the public paid for service on the Boston & Providence on the 
same basis as any other railroad. 

The question was not a question of getting New Haven to pay us for 
the use of the Boston & Providence, but of getting the lawful share 
from revenues received by the New Haven for joint operation over its 
own lines, and those of the Boston & Providence. 

Accordingly, I suggested an amendment to section 77 (c) (6), and 
that amendment was introduced as S. 3226 on February 16, 1956, by 
Senator Eastland on behalf of Senator Kilgore, who at that time had 
gone to the hospital. As you know, Senator Kilgore died at that time, 
and at the same time the bill had been introduced in the House and its 
panes was pushed in the House to the extent of being approved. The 

v1] had been introduced in the House. Action was taken in the House 
in the 84th Congress to the extent of having a hearing. 

The House Committee approved the bill. The passage of the bill 
was blocked on the consent calendar by the New Haven. The bill was 
reintroduced in this Congress and, as you know, it has been passed by 
the House. 

Now, all the amendment does is to give a remedy to the owners of the 
Boston & Providence or, rather, to the Boston & Providence. It would 
make it possible for the Boston & Providence to break through the 

rocedural bars that have made it impossible so far for the Boston & 

?rovidence to get any real consideration of its rights to the joint 
revenues which have been received for service over its lines. 

You asked Mr. Baker this morning if the Commission or if he con- 
sidered that an important piece of legislation, and I believe he said 
that he did not, or he would not. This amendment at this time con- 
cerns only one railroad, because the Boston & Providence is the only 
railroad that is being operated under a (c) (6) order. The Boston & 
Providence is also a small railroad, but 1 think from the point of view 
of this committee and of the Congress, that it is always important to 
correct any injustice which arises from the construction of an act of 
Congress, and I believe that the predicament of the Boston & Provi- 
dence is an unfair one. 

The failure of its owners to receive any revenue for 20 years is the 
only cause of insolvency of this railroad. It is the only thing that 
presses them and forces them to sell their railroad to the New Haven, 
which is their connection and their agent for operations, and I believe 
that if the amendment were passed, the Boston & Providence would 
have its opportunity to have its rights considered on the same basis as 
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those of any other railroad, and I believe that it is a minimal equity 
which is due to the corporation and to its owners. 

Senator Carrotu. May I ask you a couple of questions right here. 
Under the reorganization plan that Mr. Corbin mentioned,—you 

can give estimates, or Mr. Rood or Mr. Corbin may interrupt—what 
is the estimated value of the stock or bonds? 

Mr. Hyman. The market for the stock, Senator, is approximately 
$50 a share at this time. The bonds are owned by the New Haven 
Railroad, and, therefore, there is no quotation on them or any questions 
of their value. 

Senator Carrotzi. You mean in this interim period the New Haven 
has purchased the bonds ? 

r. Hyman. The New Haven purchased the bonds from the estate 
of Frederic C. Dumaine, I believe 4 years ago. 

Senator Carrott. What is the value of the stock today? You said 
$50ashare. How much money is involved ? 

Mr. Hyman. About $1,750,000 for all of the stock and a substantial 
_ of that stock is owned by the New Haven or by agents for the 

ew Haven. I believe there may be something over 20,000 inde- 
pendently owned shares at this time. 

Senator Carrott. How much money is involved in this? That is 
what I am talking about. 

Mr. Hyman. How much money is involved? Well, there are—we 
will say there are something over 20,000 shares of independent stock 
at this point. 

The market value is approximately $1 million. The value of the 
roperty itself, as Mr. Rood said, is considerable. Its rate-making 
ase is about $36 million. The advantage to the New Haven of bring- 

ing about a forced sale on the basis offered is, of course, considerable. 

Mr. Roop. The advantage is so great that the New Haven annual 
report just published shows that they bought 4,000 shares last year 
at a price of over $125 a share, which we suppose was to gain a voting 
position. 

Mr. Hyman. I might say, Senator, that at the current market 
value for New Haven securities, if the reorganization plan, so-called, 
were put into effect, that is if the forced sale to the New Haven were 

ermitted, the stockholders would receive, I would suppose, about 
870 a share. That $70 a share would be the price for their shares in 
the company and for 20 years’ use of their property. 

Senator Carrotn. $70 ashare. 

Mr. Hyman. Yes, sir. 

Senator Carroity. Well, this is not clear to me in my mind at all. 
I have a figure here that Mr. Rood gave of this property being worth 
about $36 ‘million, and do I understand you to say it is now worth 
about $1 million. 

Mr. Hyman. That is the price of the stock at this point. The reason, 
Senator, is that over this period of 20 years this property has had 
no income, and the expectation is that the difficulties that have been 
placed in its way are going to remain in its way and, therefore, since 
this railroad property, though it has a large rate base, can earn no 
money, it therefore has very little value to “anybody, and the denial 
of income has been used to bring about this forced sale under the 
guise of the reorganization. 
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Senator Carrot. Well, that is what I am asking. This forced 
sale, to use your term, your words, under the guise of the reorganiza- 
tion, there being no bondholders left, there being only a few stock- 
holders left, how much will the stockholders get out of a forced sale? 

Mr. Hy. AN, They will get, I think, approximately—the independ- 
ent stockholders would receive about $1.5 million. 

Senator Carrot. Do you distinguish between those who are inde- 
pendent and those who are not? 

Mr. Hyman. The New Haven, you see, owned a substantial part 
of the stock. So, therefore, if the New Haven pays so many dollars 
a share to itself, it merely takes it out of one pocket and puts it in 
another. 

The only money that will be paid out will be to independent stock- 
holders. 

Senator Carroti. And those independent stockholders—the total 
——e today is about $1 million; is that what you are saying to 
me, at $50 a » share? 

Mr. Hyman. At the market I would say about $1 million. 

Mr. Roop. The market appraises the plan value at fifty-odd dollars. 
somewhat less than the plan value. 

Mr. Hyman. I should also say that the only reason the Boston & 
Providence is insolvent is because it has received no income, and it is 
only insolvent because of the application of the formula of 1938 which, 
in spite of what Mr. Corbin says, is completely contrary to the princi- 
ples of section 15 (6) because the interstate commerce law and the fifth 
amendment, of course, forbid the confiscation of property and the 
formula has the effect of forcing the operation on a deficit basis, 
that is, on an operating deficit basis. 

Senator Carrotu. Mr. Corbin, do you have any comment to make 
about these questions I have been asking on this financial setup ? 

Mr. Corsrn. Well, sir, I will say that the New Haven, having pur- 
chased certain shares for $125, that was on the basis of options en- 
tered into several years ago before the present distressing railroad 
situation in the East, and that of course, would be added to this $1.5 
million which is mentioned, I mean, in effect the New Haven has 
paid that out. 

The New Haven, in order to eliminate the debentures from the 
plan proceedings, has purchased those already. 

Senator Carrotu. Well, then, do you agree with this statement that 
it will be about $1 million that would be involved ? 

Mr. Corsin. Well, it would cost the New Haven considerably more 
than that to carry out the plan, definitely. With payments which 
have accrued from 1940, it would be around $4 million, [I should say. 

Mr. Roop. Off the record. 

(Discussion off the record.) 

Senator Carroti. I might ask Mr. Corbin here—have you con- 
cluded, Mr. Hyman ? 

Mr. Hyman. I would simply like to say one more thing, namely, 
that I hope that this amendment will be enacted because I would 
like very much to see what the Boston & Providence property is 
worth and what it can earn if the Constitution of the United States 
and the Interstate Commerce Act apply to it. 

Senator Carrotu. Well, let us be quite frank about it now. 
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If this amendment were enacted, how do you think that would 
affect the situation ? 

Mr. Hyman. I think, Senator, that the Boston & Providence would 
show some earning power, and I think, having some earning power, 
the Boston & Providence would be discovered to be a solvent railroad 
and that it would be free from the net into which it fell, because I 
think it would not need reorganization. I think it could operate as 
a useful railroad property,which it has been for some 120 years. 

Senator Carroti. Is it not true, however, that if the Interstate 
Commerce Commission felt it reached a decision that it was operating 
at a loss, that there would be no change in the situation ? 

Mr. Hyman. If they felt it were operating at a loss, that is true, 
Senator. But under the Constitution, as I understand the Constitu- 
tion, the railroad could not be forced to operate at a loss. That is, 
the Interstate Commerce commission refused to allow abandonment 
of the property. The property is obviously an important, useful 
railroad between two major cities. It is part of a main through 
route. 

It has useful terminals and yards, and, under the law as it stands, 
its cost of operations, if it is to operate on behalf of the public, must 
be paid for by the public. 

Senator Carrott. May I make this observation, and I have no de- 
sire in my questions to take either side, to reflect my judgement as 
to how I am finally going to vote on this piece of legislation. It is 
running through my iad that back through the years on this segre- 
gation system, which had been approved by the ICC 

Mr. Hyman. It was recommended in a very qualified way. 

Senator Carroti. And passed upon by the courts 

Mr. Hyman. It was never passed upon by the courts on the merits. 

Mr. Roop. We never had a hearing on the merits. 

Senator Carroru. I understand that. I am thinking of Judge 
Learned Hand’s decision on this matter, that basically if this—there 
will be a question of hearing before the ICC, so this legislation is not 
for the purpose of foreclosing anybody from the hearing. 

Mr. Hyman. No. It merely gives us a remedy. 

Senator Carrott. When you refer to a remedy, it really provides a 
forum, in a sense 

Mr. Hyman. Precisely. 

Senator Carroti. To determine whether or not your position has 
any foundation. The ICC would still make a determination. 

Mr. Hyman. Precisely. 

Senator Carroti. How long would it take under normal conditions, 
from your experience, to receive such a determination if they acted 
with some expedition in the matter ? 

Mr. Roop. You could reach a compromise basis on that very fast. 
Commissioner Eastman, in one of the opinions, said that the purpose 
of section 15 (6) was to effect an equitable apportionment so that both 
parties would end up with the same rate of return on their investment, 
other things being equal. So that you figure up what rate of return 
the New Haven has gotten on its investment, and simply correlate it 
to us. It is very easy. During the 20-year period the New Haven 
has chalked up a net railway operating income from both properties of 
$200 million, so there must be something for us. 
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Senator Carrouu. I was thinking about—not getting into the merits 
of the case, but from the standpoint of time. In view of the fact that 
there is a pending reorganization plan. 

Mr. Hyman. That would depend on the attitude of the New Haven, 
Senator, and also as to this pending plan of reorganization. A plan 
of reorganization might be needed and it might not be needed. If the 
company is solvent, are is no need to force a sale. ‘There is no need 
to reorganize it, and the need to reorganize depends on the earning 
power of the pr operty. 

Senator Carrot. Of the property, Boston & Providence. 

Mr. Hyman. Yes, sir. And all we seek to get from this amendment 
is the right to have our earning power determined in the same way as 
earning power of every other “railroad is determined, when revenues 
are to be divided between a number of carriers participating in a 
movement of freight or people. 

Senator Carrot. Then, in a sense, part of the purpose of this legis- 
lation is to provide a remedy or a forum for a determination to see 
whether or not reorganization is necessary. 

Mr. Hyman. That would be one aspect. 

Senator Carrot. And if the ICC held against your position, your 
reorganization would proceed. 

Mr. Hyman. Exactly so. 

Senator Carroty. You still have not answered my question about 
the length of time that would be involved in this. 

Mr. Hyman. That would depend, of course, on many things; the 
attitude of the New Haven. I would say it would be possible to arrive 
at an agreement with respect to the decision between the 2 companies 
within 5 minutes or 5 days or however long. That is, it would depend 
on the willingness of the people on the other side to be reasonable, as- 
suming that the people on the other side would be reasonable and 
Boston & Providence would be reasonable. 

Senator Carro.Lt. Supposing it is a little bit too much to expect, it 
seems to me, after 20 years. What I am thinking about, if you went 
into a hearing before the ICC, this is the time element that I am 
thinking of. 

Mr. Hyman. I would suppose that the ICC would try to be as expe- 
ditious as possible in handling such a complaint. 

Mr. Corstn. May I make a comment? I should like to point out the 
Connecticut court 1n its order of confirmation on the New Haven plan 
reserved jurisdiction over the New Haven plan features insofar as they 

yrovided for a purchase price for the property of the Boston & 
ewvitiokas. 

Now if there were such a proceeding before the Commission, and a 
recommendation came back that the Boston & Providence plan was to 
be changed in Boston, it would also result in alteration of the New 
Haven’s plan, and all these former creditors of the New Haven who 
had their debt so drastically scaled down would immediately be in op- 
position to any change in the existing situation. They would say it 
decidedly is unfair to us. 

I can picture this just dragging on for ye ae and years, quite apart 
from our own personal recommendations. I don’t think we would feel 
inclined to change our position either, sir. 
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Senator Carroiy. Well, it seemed to me again this is one of 
the difficulties where if the legislation were for a specific purpose, I 
think it might influence the committee, but where it is for a general 
purpose, it may affect a specific purpose, but I think nevertheless we 
have got to consider the broader general purpose, and if it leaves you 
in a desperate plight, as you have indicated, that is something that has 
to be worked out between the parties and the court. But again, it is 
a question of what the ICC might do if this legislation is brought into 
being. 

Mr. Roop. That is why I wanted to put in my 20 seconds’ worth. I 
would like to have you ask Mr. Corbin expressly whether he opposes 
this bill or would oppose this bill if it were clear that it would only 
apply to railroads not yet in reorganization or whether he is only 
opposing it for the Boston & Providence. I speak because I am 
charged with trying to get the bill passed for the other lines even if 
we cannot save the Boston & Providence. 

Senator Carroti. Well, I think Mr. Corbin, as I understand his 
testimony, was talking about some future legislation. I do not know 
that he expressed himself as to—I will not press the question. He has 
heard the question. 

Mr. Corer. It is in my conclusions, sir. I think it is a bad bill 
anyway, but I think if it were to pass, at least it should exempt the 
Boston & Providence from its effect. 

Senator Carrot... If it is in the record, then the statement will speak 
for itself. 

Is there anything further to come before the committee at this time? 

Mr. Roop. I would just like to offer the present New Haven time- 
table map as a better map for the economic realities than that prapreny 
ownership map and point out that the New York Connecting Railroad 
on the other end does very well on the agency basis, and all we want to 
do is get the same arrangement for ourselves. 

Senator Carroti. We will include it in the committee file. 

Mr. Corsrn. I do not concede at all that there is any forced sale 
involved. The fifth supplemental report of the ICC went into that 
subject. Nor do I concede that our operation is on an agency basis. 
It is on the basis that we are required to do it under the provisions of 
section 77 (c) (6). Itis definitely not an agency basis in spite of a few 
loose expressions to the contrary, sir. 

Senator Carrotu. All right, Mr. Corbin. 

I am going to offer for the record some telegrams. Here is a tele- 
gram received from Douglas Crocker, president, Vermont & Massachu- 
setts Railroad. I will have it inserted in the record. He urges strongly 
favorable action on H. R. 982. And the telegram will speak for itself. 

(The telegram referred to is as follows :) 

Fitcusure, MAss., May 21, 1958. 
Hon. Jonn A. CARROLL, 


Senate Office Building, Room 424, Senate Judiciary Committe, 
Washington, D.C.: 

Strongly urge favorable action on H. R. 982 in behalf of our 460 conservative 
stockholders of our lessor railroad company, being mostly widows, trustees, and 
other longstanding and nonspeculative stockholders. 

DouGLas CROCKER, 
President, Vermont & Massachusetts Railroad. 


Senator Carrotu. I also have a telegram from James A. Mac- 
Lachlan, professor of law, Cambridge, Mass. 
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(The telegram is as follows :) 
CAMBRIDGE, MAss., May 20, 1958. 
Senator JoHN A. CARROLL, 
Senate Judiciary Committee, 
Room 424 Senate Office Bldg., Washington, D. C.: 
As a legal and academic specialist in bankruptcy and corporate reorganization, 
I have been shocked by the forfeiture of property rights involved in the treatment 
of leased railroad lines. They have been victims of divided responsibility 
between the Interstate Commerce Commission and reorganization courts. A 
decade ago I commented caustically on the way the Boston & Providence was 
held in peonage by the New Haven without compensation. See 2 Hanna and 
MacLachlan cases on creditors rights 548 note (1948). Things have since gone 
from bad to worse, justice being completely buried in procedural technicalities. 
H. R. 982 affords the first gleam of applied commonsense that has appeared these 
many years. 
JAMES A, MACLACHLAN, 
Professor of Law. 


Senator Carroui. Here is a letter from George H. Heyman, Jr., 
Abraham & Co., 120 Broadway, New York 5. His letter and accom- 
panying statement, of a page and a half—part of his letter reads as 
follows: 


In résumé I wish to point out that to reopen the case by means of legislation 
would in effect nullify 20 years of labor by courts and commissions. 


T will now include that letter in the record. 
(The letter referred to is as follows:) 


ABRAHAM & Co. 
New York, May 20, 1958. 
Hon. JoHn A. CARROLL, 
Senate Office Building, Washington, D. C. 

My Dear SENATOR CARROLL: I have been advised that there will be a hearing 
before a subcommittee of the Committee on the Judiciary on H. R. 982, a bill 
to amend the Bankruptcy Act. In view of my inability to be present personally 
before your subcommittee, I should thank you to place into the record the 
enclosed statement in opposition to that bill. 

In résumé I wish to point out that to reopen the case by means of legislation 
would in effect nullify 20 years of labor by courts and commissions. 

Yours very respectfully, 
GeorcE H. HEYMAN, Jr. 


My name is George H. Heyman, Jr. I am a general partner in the firm of 
Abraham & Co., members of the New York Stock Exchange, 120 Broadway, New 
York 5, N. Y. 

My firm and several of its clients are holders of certificates of beneficial in- 
terest of the New York, New Haven & Hartford Railroad Co. These certificates 
represent the right to share in the ultimate distribution of 528,893 shares of 
New Haven common held in a reserve fund under the jurisdiction of the United 
States district court since the confirmation of the plan of reorganization of 
the New Haven Railroad on September 18, 1947. The sole obstacle to the 
distribution of these shares is the pending reorganization of the Boston & 
Providence Railroad. In view of the fact that the provisions of H. R. 982, 
now before your subcommittee would currently affect only the reorganization 
proceedings of the Boston & Providence I desire to submit the following statement 
in opposition to that bill. 

Reorganization proceedings of the Boston & Providence have been before 
the courts for the last 20 years, during the course of which the lease under 
which the New Haven operated the Boston & Providence from 1893 until 1935 
was disaffirmed when the United States district court found that the net annual 
rental was burdensome to the New Haven. In January 1954 the Interstate 
Commerce Commission in a fourth supplemental report approved a modified 
plan of reorganization for the Boston & Providence, which plan was found fair 
and equitable in all respects by a United States district court in Boston. Certain 
stockholders of the Boston & Providence appealed this order of approval by the 
United States district court eventually to the Supreme Court of the United 
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States which denied an application for a writ of certiorari on April 28, 1958. 
Thus, it would appear that if H. R. 982 is not enacted, 20 years of litigation may 
ultimately be terminated and holders of the New Haven certificates of beneficial 
interest may receive the distribution for which they have been waiting for 11 
years. 

It is, I believe, of considerable significance in assessing the merits of this 
legislation to recognize that the minority group of stockholders of the Boston & 
Providence, on whose behalf we believe the proposed legislation has been intro- 
duced, did not commence its participation in the Boston & Providence reorganiza- 
tion proceedings until March 1954, after the Interstate Commerce Commission 
had approved the reorganization plan which the United States Supreme Court, 
by denying the application for certiorari, in effect confirmed on April 23, 1958. 
Thus, for the first 16 years during which reorganization proceedings of the 
Boston & Providence were the subject of consideration before the Interstate 
Commerce Commission and the United States district court the minority 
stockholders group made no attempt to intervene or participate. 

I believe your subcommittee should further consider the fact that in 1955 
a three-judge Federal Court in the Eastern District of Virginia not only denied to 
the minority stockholders group judicial relief which it had sought for a divi- 
sion of rates on behalf of the Boston & Providence under section 15 (6) of the 
Interstate Commerce Act, but in its decision also found that such litigation 
was “oppressive and vexatious.” I maintain that during the past 20 years 
the Interstate Commerce Commission and the United States district court 
have adequately considered the matter which this legislation proposes to deal 
with and have uniformly felt that the pending plan of reorganization adequately 
compensates the stockholders of the Boston & Providence for their property. 
If enacted, this legislation would require a re-opening of these reorganization 
proceedings to consider a point which has had the fullest reflection by admin- 
istrative and judicial authority. I find it difficult to believe that your sub- 
committee will seriously entertain any thought of setting aside some 20 years 
of proceedings during which it must be admitted that every party at interest 
has had his day in court. 


Senator Carrot. I have a telegram from the Providence & Worces- 
ter Railroad Co., Walter A. Edwards, president. 
(The telegram referred to is as follows :) 
PROVIDENCE, R. I., May 20, 1958. 
Hon. JoHN A. CARROLL, 


Senate Judiciary Committee, 
424 Senate Office Building, Washington, D. C.: 


Urge enactment of House of Representatives bill 982. 

PROVIDENCE & WORCESTER RAILROAD Co., 
WALTER A. Epwarps, President. 

Senator Carroty. I might have the record show that I am going to 
recess these hearings on H. R. 13, H. R. 106, and H. R. 982 subject to 
the call of the Chair, and for the benefit of Mr. Baker, Mr. Rood, and 
Mr. Corbin and Mr. Hyman, this record will stay open for another 48 
hours for additional information, or if you gentlemen think you have 
supplied all we need, I will be happy to close it. 

o you think you will have any more to submit, Mr. Corbin ? 

Mr. Corsrn. I don’t think so. 

Senator Carroiu. Mr. Rood ? 

Mr. Roop. No, sir. 

Senator Carrott. Mr. Hyman? 

Mr. Hyman. I think you have all the information. 

Senator Carrotzi. Mr. Baker? 

Mr. Baker. You did ask that I submit the number of leased lines, 
but I believe Mr. Rood has subsequently furnished a list of these lines. 

Senator Carrotu. We will hold the record open on H. R. 982 for 48 
hours and on H. R. 13 and 106, for 10 days. 
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We appreciate the time that you gentlemen have given us. 

The committee will stand in recess subject to the call of the Chair. 

(Whereupon, at 5:50 p. m., the hearing was recessed, to reconvene 
subject to the call of the Chair.) 
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WEDNESDAY, JUNE 18, 1958 


Unrtep States SENATE, 
SrecrAL SUBCOMMITTEE OF THE 
CoMMITTEE ON THE JUDICIARY, 
Washington, D. C. 


The subcommittee met, pursuant to adjournment, at 10:35 a. m., 
in room 424, Senate Office Building, Senator John A. Carroll, chair- 
man of the subcommittee, presiding. 

Present : Senator C seni 

Also present: Francis C. Rosenberger, staff member. 


H. R. 106——-AUTHORIZING THE COURTS OF BANKRUPTCY TO DETERMINE 
DISCHARGEABILITY AND NONDISCHARGEABILITY OF PROVABLE DEBTS 


Senator Carroii. The meeting will come to order. 

This subcommittee has before it consideration of H. R. 13 and H. R. 
106. We held hearings on May 21, at which time a number of wit- 
nesses appeared for and against H. R. 106. It was the opinion of 
the subcommittee that additional witnesses were to be summoned in 
order that we might more properly understand the issues involved in 
this legislation. 

Accordingly, the chairman has notified certain witnesses to appear 
this morning for a continuation of the hearing. 

I have been informed that Senator Ervin, of North Carolina—and 
I want the record to show this—has been here, and it was necessary 
for him to attend another meeting. However, he will be available 
if this subcommittee needs him for a vote, and of course, the same is 
true of the able Senator from Illinois. 

May I ask, is the administrative assistant, or any member of the 
staff, here for Senator Ervin ? 

If so, he will be given a chance to interrogate any of the witnesses. 

Mr. Rosenpercer. I believe there is no one from Senator Ervin’s 
office. 

Senator Carrotit. And that is also true of Senator Dirksen’s 
oflice—— 

Mr. Rosensercer. Senator Dirksen’s office indicated he hoped to 
be by later this morning. 

Senator Carrotu. Off the record. 

(Discussion off the record. ) 

Senator Carroiu. Back on the record. 

The first witness is Congressman Nimtz, of Indiana. 
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STATEMENT OF HON. F. J. NIMTZ, A REPRESENTATIVE IN CON- 
GRESS FROM THE THIRD CONGRESSIONAL DISTRICT OF THE 
STATE OF INDIANA 


Mr. Nimrz. Senator, we are certainly very happy for the oppor- 
tunity to be here in light of what happened at the previous session. 

We thank the committee for again holding another session to hear 
these expert witnesses. 

I am a member of the House Judiciary Committee and of Subcom- 
mittee No. 4, which originally considered and heard this bill. 

It is not my bill. Iam a freshman Member of the House, this is my 
first term, and fresh out of law practice, having been admitted in 1940. 
a in a family firm in South Bend, Ind., that has been going since 

I became interested in this matter because this affects people that we 
represent in the family law practice, people who get into difficulty 
and must go through bankruptcy, people who are sent to you by legal 
reference or other charitable agencies in the city, and they come to you 
for help. And having heard the testimony on this bill in the House, I 
was very much convinced that it is a good measure, and that the referee 
in bankruptcy should make the determination as to what is discharge- 
able and what is not, and any defenses should be raised there. 

We are very happy this morning that Mr. Covey is here, who I be- 
lieve was absent from your previous hearing, and who made an ex- 
cellent explanation of this bill to us in our subcommittee in the House. 

He certainly is one of the best qualified witnesses to explain this 
measure. 

My purpose in being here is to assist in any way through this hear- 
ing, if any questions should come up, and to say that, having been in 
private practice, and still in private practice, I think it is a very good 
measure, and I yield to Mr. Covey and these other expert witnesses for 
the technical answers concerning the bill. 

Thank you, sir. 

Senator Carroti. Thank you, Congressman, very much. It is very 
important that we have your testimony, based upon your experience 
as a family lawyer. 

Quite frankly, for the record—and I am not reflecting the opinion 
of any member of the subcommittee, I do not intend to—my own feel- 
ing, may I say, as I have listened to the witnesses, is, and this legisla- 
tion will hinge largely, that is, its success will hinge largely on this 

int. This is sort of a question. The lawyers think that the 

tate court should have a right to determine dischargeability. This 
question has been raised, that that is going to subject the creditor to 
two trials—he has to go before the referee in bankruptcy. Why 
don’t we just leave it to the State court? 

And this I think is where we need to really center our fire. I say 
“our” fire, I speak, frankly, for the position of the chairman of the 
subcommittee. I am disposed to go along with H. R. 106. 

I want to hear all the evidence, but I want also to make the case, 
because we have heard several able and distinguished Senators, and 
the questions that have been put by the members of this committee 
leaning toward this concept that you must not take away the right 
of trial by jury, you must not take away the right of a State court to 
pass on this thing. 
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And I would like to have you, if you will, with your experience, 
direct yourself to that. Do you have an opinion on that? 

Mr. Nimtz. Senator, having refreshed my recollection last evening 
by reading the testimony of Mr. Covey before our committee, let me 
say this, that we in Indiana are, of course, a great States-right State 
and believe in the rights of our own judiciary and State making deter- 
mination of its own course of action. 

However, in this matter the Federal Government has seen fit to take 
over the field of bankruptcy, and I believe, as Mr. Covey can ade- 
quately explain here this morning, there is no guaranty here in this 
matter of a trial by jury. One presents his matter before a court or a 
judge, and he has the right of appeal through the various hierarchies 
of the judicial system. 

What impresses me very much in this matter, and did impress me, 
which I experienced in private practice is that a man in very dire 
circumstances obtains a discharge in bankruptcy, and then, unknown 
to counsel, such as myself, he has made some comment or arrange- 
ments with some creditor outside the courtroom, or in the hallway, 
whereby the creditor has said to him, “Now I will leave you alone here 
and not interfere with your discharge because you gave me a false 
statement some time ago. We will let that go through, but you are 
going to have to pay me later.” 

And then the pressure is put on this man to make this payment, 
possibly a suit is filed in the justice of the peace court, sd! the dis- 
charge in bankruptcy is not binding on the justice of the peace, and 
he can try it de novo, or as often happens, as I found in private 
practice 

Senator Carrotu. That is where fraud is involved ? 

Mr. Nimtz. Yes, sir. A poor man getsasummons. He says, “Well, 
my gosh, this thing was discharged in bankruptcy 2 or 3 weeks ago, or 
a couple of months ago; I do not need to pay any attention to that,” 
and he lets it go. He does not know he has to go in and plead affirm- 
atively this discharge in bankruptcy. 

To me, I realize we should preserve, conserve, the jury system, but 
here I think there is a situation, or a group of facts, whereby a deter- 
mination of whether fraud has been involved, a false statement been 
given, whether a certain debt should be discharged or not, should be 

rought in and determined immediately in the first jurisdiction that is 
taking control of the situation, which is the Federal system and the 
referee in bankruptcy. 

I think while any man is there, he has all of his records, he has 
marshaled all of his evidence for filing of this petition, and that is the 
proper time to make a determination whether fraud has been involved, 
whether a discharge should be given or not. 

Senator Carrot. Is it your contention then that, having filed this 
etition for discharge, the referee in bankruptcy’s decision should be 
nal, subject to appeal ? 

Mr. Nimrz. That is right; yes, sir. 

Senator Carrotu. Well that raises, you see, this basic issue. That 
is why I think, really, we ought to come to grips with the matter that 
will be fully considered by the committee. 

The question has been raised that the referee in bankruptcy’s decision 
is reviewable in the court but is not subject to jury trial. 

Mr. Nimrz. That is right, sir. 
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Senator Carrotu. And that is the thing, the question, that is being 
objected to more and more on the Senate side, where we are very 
conscious of this concept of jury trial—I suppose stemming from 
debates that occurred on the civil rights issue. 

Now coming back, if I may, it seems to me we are at the nub of the 
thing right here. Now some referees in bankruptcy evidently do not 
want this responsibility. That is why I want to have some more talk 
about this, to find out whether the referees in bankruptcy are willing 
to assume this jurisdiction. And I may say that I am not going to 
shut off the hearings today, I may call in some family lawyers from 
Denver, and the referee in bankruptey yin Denver. I have probed back 
home. I want to find out what they think about this. 

Now you continue, because we are narrowing the issue and trying 
to. 

Mr. Nimrz. Senator, we have more expert witnesses than I. Let me 
just say this, that it may not be a question of whether the referees want 
it or not—I hope they do—but to me it is a matter where they should 
have it, because they are the first ones on the scene in this m: atter, all 
the evidence is there, the person’s lawyer is acquainted with his facts 
of the situations, the evidence has been marshaled, all the creditors 
have been given notice. I think if there is going to be a scrap, let 
them scrap it out then and there. 

On this question of jury trial, sure, we have a trial, on a small $100 
claim and so on, have a jury in a State court, but to me the expediency 
of this situation, the whole reason for the Sy stem, indicates that the 
determination should be made by the referee at this procedure. 
Otherwise, why have a bankruptey law, an opportunity to wipe the 
slate clean? If it is not going to be clean, why have the law? If it 
is going to be open to review later on, why have the system? 

Senator Carroit. W ell, I thank you very much for your comments. 

Is there any question that staff counsel desires to put at this time? 

Mr. Rosensercer. No, sir; I believe not. 

Senator Carroty. Allr ight. 

Thank you very much, Congressman Nimtz. 

Mr. Nimrz. If I may, I w ill remain. I would like to hear this. 

Senator Carroti. We would like to have you here. And as we move 
from one witness to the other, do not hesitate to ask for permission to 
put a question yourself. What we are seeking here is information. 

Mr. Nowrz. Thank you, sir. 

Senator Carroiu. We are not trying to conduct a hearing to exclude 
testimony. We want to get the fullest possible picture. 

Now the next witness will be Mr. Drabkin—— 

Mr. Rosensercer. Mr. Drabkin is not here. 

Senator Carrotu. I wonder before we go to Mr. Olney, if he will 
bear with us while we hear Mr. Covey 

Do you have any preference, Mr. Covey? Would you rather follow 
Mr. Olney. 


STATEMENT OF WARREN OLNEY, DIRECTOR, ADMINISTRATIVE 
OFFICE OF THE UNITED STATES COURTS 


Mr. Otney. Mr. Chairman, my only purpose in being here is really 
to introduce and to sponsor Mr. Covey, although he needs no 
introduction. 
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But I am not here to take up the committee’s time with detail on this 
law which Mr. Covey knows so intimately. I merely want to make it 
clear that H. R. 106 does have the careful consideration and approval, 
first, of the Bankruptey Committee of the Judicial Conference, and 
has been approved by the Judicial Conference itself, and I feel it has 
the full support of the judicial branch. 

However, I will leave it to Mr. Covey to explain the reasons and the 
effects of the bill as it is considered by the Conference. That was my 
only purpose. 

Senator Carrot. I think, Mr. Olney, we will come back to you. 
But I think for the purpose of the record, if you will give your full 
name and title at this time 

Mr. O_ney. My name is Warren Olney, Director of the Adminis- 
trative Office of the United States Courts, and I am accompanied here 
in support of H. R. 106 by Mr. Edwin L. Covey, who is Chief of the 
Bankruptey y Division in the Administrative Office. 

Thank you. 

Senator Carroii. We will come back to you, Mr. Olney 
hope—after we hear Mr. Covey 

Mr. Oxney. It really would ‘not be nec essary. 

Senator Carrot. Mr. Covey, may we have your name and 
title, please. 


















this is my 


STATEMENT OF EDWIN L. COVEY, CHIEF, BANKRUPTCY DIVISION, 
ADMINISTRATIVE OFFICE OF THE UNITED STATES COURTS 


Mr. Covey. My name is Edwin L. Covey; I am Chief of the Bank-, 
ruptcy Division of the Administrative Office of the United States 
Courts. I have held that position since 1942 when the Division was 
established in the Administrative Office. Prior to that I practiced law 
in Illinois for more than 14 years, largely in the commercial field. In 
1934 I was appointed referee in bankruptcy in Peoria, Il., and I served 
in that capacity until 1942. I came to Washington to organize and set 
up the Bankruptcy Division. I was at that time president of the ref- 
erees’ association. I resigned to come to Washington. 

Mr. Chairman, I appreciate very much the opportunity to appear 
because it was impossible for me to be here before. I submitted a 
statement which I think has been presented, but it dealt almost entirely 
with the technical provisions of the act, what the amendments would 
do, what their purpose was. It did not deal at any length with the 
questions which you have now raised. (The material referred to above 
appears on p. 52 .) 

I have prepared a rather lengthy statement in which I have tried to 
cover all of these matters. I hope I will not omit anything that is in 
the statement in the discussion. If I do—— 

Senator Carroty. Without objection, we will put your complete 
statement into the record. 

(The document referred to is as follows :) 






















STATEMENT OF EDWIN L. COVEY 

I am Edwin L. Covey, Chief of the Bankruptcy Division of the Administrative 
Office of the United States Courts, a position I have held since the establishment 
of the Bankruptcy Division in that Office in February 1942. Beginning in 1920, 
I practiced law for more than 14 years, largely in the commercial field. Following 
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that in 1934, I was appointed a referee in bankruptcy for the Southern District 
of Illinois at Peoria, resigning in 1942 to come to Washington in my present 
position. 

Because of prior commitments I was unable to attend the former hearings, 
but this committee permitted me to submit a statement for the record. I shall not 
deal with the matters already covered in that statement except to call attention 
to the fact that in 1957, approximately 85 percent of all ordinary bankruptcy 
cases closed were administered for the primary, if not the sole purpose, of re- 
habilitating employee debtors in financial distress. Under section 14 of the 
Bankruptcy Act it is for the bankruptcy court to determine whether a discharge 
should be granted. But under section 17, it normally is for the court in which the 
bankrupt is sued after a discharge has been granted, to determine whether the 
debt in question is or is not dischargeable. Thus the jurisdiction over the grant- 
ing and the enforcing of a discharge is divided with the result that discharged 
debtors are often harassed and coerced into paying a particular debt. It seems 
to me the bankruptcy court is not doing its full job if it takes a bankrupt’s 
money and property above exemptions and turns him out of court with a naked 
discharge in his hand expecting him to defend himself against all comers and 
in all courts. 

Many articles on this subject have been written in the past 20 years. In an 
article published by the Referees’ Journal in October 1946, Mr. Twinem of New 
York, who now opposes H. R. 106, wrote, “Indeed, as I indicated at the beginning, 
it would seem to be a strange form of decree which must be taken to another 
court for an interpretation of its effect. Doesn’t it seem peculiar in the law for a 
court to say, ‘I hereby grant you a decree, but you must take it to some other 
court to ascertain the extent and type of relief that I have given?” In the 
July 1954 issue of the Referees’ Journal, Referee Brink of Los Angeles comments, 
“that the time may be at hand to review these rulings.” It is his view that if 
the bankrupt is legally deserving of a discharge he ought to be sent forth with 
a complete and final release against his discharged creditors. 

H. R. 106 would make it possible for either the bankrupt or a creditor to secure 
a determination of the dischargeability of a particular debt by reopening the 
ease without the payment of an additional $45 filing fee now required. This is 
to meet the situation that is arising constantly around the Nation where a 
creditor stands by until after the discharge is granted and the case closed and 
then brings suit on his claim in a State court. By that time the referee has lost 
jurisdiction and can acquire none unless the case is reopened and rereferred to 
him. 

The payment of another filing fee of $45 is often a real hardship on the bank- 
rupt. Creditors know this and also know they nave at least three chances to 
win in the State courts: (1) By default for failure of the bankrupt to plead 
his discharge, thinking the debt has been actually released, (2) by harassing 
and coercing the bankrupt into payment or settlement through numerous con- 
tinuances and the like. Creditors know that after the bankrupt had laid off 
work 4 or 5 days over a period of several weeks he is ready to talk settlement, 
and (3) by trial of the issue of dischargeability often before a minor State 
court unfamiliar with the Bankruptcy Act. All this involves expense to the 
bankrupt which he cannot afford. The same sort of tactics may be employed 
by unscrupulous creditors while the bankruptcy proceedings are still pending, 
particularly by creditors who have an alleged ‘“Materially false statement in 
writing” which they can use as a ground for objecting to the discharge of the 
bankrupt. Often no real fraud exists, but rather than take a chance on a 
denial of his discharge the bankrupt will renegotiate his obligation with a 
small loan company, for example, with all the “refinancing charges, service 
charges, and add-ons.” I am told that in some of the metropolitan centers there 
are those who make it their business to bring suits on claims known to have 
been discharged in bankruptcy. They bring suit in a justice of the peace court 
and then proceed to harass the debtor as above indicated. 

In a recent case, Gore v. Gorman’s, Inc. (143 F. Supp. 9), the Federal Court 
for the Western District of Missouri granted a judgment against a creditor 
for harassing a bankrupt after a discharge had been granted. The judgment 
was for $35 actual and $1,000 punitive damages and was paid without appeal. 
The case was decided on the theory of malicious prosecution, the court com- 
menting on the fact that while a discharge in bankruptcy is an affirmative 
defense to be pleaded by the bankrupt it would not give the creditor the right 
to harass and maliciously abuse the bankrupt by threats, suits, and garnish- 
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ments when it knew the debtor had secured a discharge in bankruptcy. Follow- 
ing this the creditor, angered by the judgment, proceeded to have the bankrupt 
arrested for giving a worthless check. He was threatened, incarcerated, and 
otherwise mistreated. All this happened after the discharge was granted. I 
mention these things to show what I believe is going on in many parts of the 
eountry. The problem is increasing with the increase in employee-wage earner 
eases, of which over 74,000 will be filed this fiscal year. 

Section 11a of the act at present only provides for a stay of suits pending at 
the time of bankruptcy. H. R. 106 would add a provision for a stay of suits 
brought after bankruptcy until the question of dischargeability is determined 
by the bankruptcy court. 

While the broad equitable powers of the bankruptcy court might be sufficient 
to stay a proceeding started after bankruptcy until the dischargeability or non- 
dischargeability of the claim in question is determined, it seems wise to so 
provide specifically and H. R. 106 does this. 

Section 14c (3) of the present act prohibits the granting of a discharge 
where money or credit has been obtained upon a materially false statement in 
writing. Two principal objections are made to section 14c (3) in its existing 
form. (1) The penalty of denial of a discharge where credit has been ob- 
tained from one or more creditors upon a materially false statement in writing 
is too severe. There can be no question that a liability created by the extension 
of credit in reliance upon such a statement should not be discharged, but to deny 
a discharge as to all other claims created without any kowledge whatever 
of the issuance of such a statement to some third party creditor goes too far 
and (2) the windfall benefit to the creditors whose debts were created with- 
out any knowledge whatsoever of the false statement and without any par- 
ticipation in the proceeding looking to the denial of the discharge cannot 
be justified. Furthermore, section 14c (3) when it was adopted originally in 
1903 was intended to cover business financial statements given to a credit 
reporting agency and by them distributed to its members as a basis for mer- 
cantile credit extended usually by a wholesaler to a retailer located in another 
city. The present so-called financial statement given to a small loan company 
was unheard of in those days. 

I am told it is now the more or less usual practice of small loan companies 
having an alleged false financial statement in writing, to stand by and permit 
the discharge to be granted and then sue in the State court alleging that their 
debts were not discharged. In an effort to meet this situation Congressman 
Denton of Indiana introduced a bill, H. R. 8966 (84th Cong.), the effect of which 
would be to require a person who claims his debt to be nondischargeable under 
section 17a (2) because founded in fraud, to object to the bankrupt’s discharge 
or be bound by it thereby waiving his claim of fraud. This undoubtedly would 
increase the number of objections filed to the bankrupt’s discharge and if suc- 
cessful, magnify the harshness of a denial of the discharge. This bill did not 
seem to meet the entire problem satisfactorily. 

If the amendments contained in the Celler bill, H. R. 106, are enacted into 
law, it will result, I believe, in a more extensive use of what is now referred 
to as a split discharge. Such an order of discharge would grant a general 
discharge to the bankrupt of all his debts in the usual language except certain 
described obligations listed therein. This would dispose of the discharge- 
ability problem in the bankruptcy court and would be res adjudicata. Should 
a suit be instituted to collect a discharged debt, the bankruptcy court could, upon 
petition of the bankrupt, reopen the case without the payment of an additional 
filing fee and grant an injunction against the prosecution of such suit. This 
would be a quick, direct, and inexpensive determination of the problem. As a 
matter of fact, some referees, I am informed, have been granting split dis- 
charges but there is considerable question in the minds of most referees whether 
such a procedure is now proper. 

H. R. 106 has been opposed on the ground that it would give the bankruptcy 
court exclusive jurisdiction to determine the question of dischargeability. The 
bill is not so intended and would not have this effect in many situations, in my 
opinion. It merely opens up the bankruptcy court both to the bankrupt and to 
his creditors to present this question by petition to the bankruptcy court. There 
are conceivable situations where the bankrupt would prefer to have this question 
decided in a local court and would not petition the bankruptcy court for a 
determination there. 

The bill is also opposed on the grounds that it would overburden the bankruptcy 
courts and interfere with the expeditious administration of estates. Also that 
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it would require more referees to administer the law. Undoubtedly it would 
make some more work for a while. I believe, however, the law and the procedure 
would soon become crystallized to a point where it would not be burdensome on 
the present staff of referees, which now consists of 100 full-time and 69 part-time 
salaried referees, and 525 clerical employees. But if additional referees are 
needed they can and should be provided as the task is one that should be per- 
formed by the bankruptcy court. In this connection I would point out that the 
present salary system of compensating referees, inaugurated July 1, 1947, is now 
and has been since the first year of its operation, self-sustaining and has a surplus 
of over $4 million in the referees’ salary fund at the present time. The system is 
able to furnish all the referees needed on short notice and at no cost to the 
general Treasury. 

It is claimed that creditors would be forced to prove the nondischargeability 
of their obligation before referees who are prejudiced against certain types of 
creditors. It is also stated that the referees may have certain social and 
economic predilections which would justify creditors seeking relief elsewhere. 
With this I cannot agree as every referee is required to take the same oath of 
office as Federal judges, “to administer justice without respect to persons and 
do equal right to the poor and to the rich.” Furthermore, the determinations of 
a referee are always subject to the right of review by the district judge and 
appeal to the Court of Appeals and to the Supreme Court of the United States. 

It is stated in objection to H. R. 106 that it would result in a multiplicity of 
actions. It is my opinion that quite the contrary would be true. The multi- 
plicity of actions begins when a suit in the State court is filed by a creditor. 
H. R. 106 would make it clear that the bankruptcy court would have jurisdiction 
to pass upon the bankrupt’s right to a discharge as well as the enforcement of it. 
It is claimed that H. R. 106 would deprive a creditor of a jury trial in the deter- 
mination of dischargeability. This should shock no one as all bankruptcy pro- 
ceedings are in the nature of equitable proceedings and are administered almost 
entirely without the intervention of a jury. The bankruptcy court itself grants 
the discharge, allows and disallows substantial claims, and determines the 
priority of payment, all without the intervention of a jury. The additional 
jurisdiction granted by H. R. 106 is clearly in harmony with present practice and 
procedure in the bankruptcy court. Furthermore, such procedures are eco- 
nomical and expeditious and have worked well in actual practice. 

The objection is made that the dual court system would be eliminated by 
H. R. 106 and that instead the Bankruptcy Act should provide that actions in 
the State court may be stayed by the bankruptcy court only when founded upon a 
claim from which a discharge would be a release. But the question of discharge- 
ability is the very question to be determined and to be effective the State court 
proceedings should be stayed until that question is determined by the bank- 
ruptecy court. It is further suggested that the referee be given jurisdiction to stay 
any type of suit after discharge. This is the very purpose of H. R. 106 as the 
bankruptcy court already has jurisdiction to stay suits filed prior to bank- 
ruptcy until the discharge is granted. The bill is no broader than is needed to 
earry out its purpose. 

At this time I should like to point up the need for this legislation. I attach 
copies of five letters from which the following exerpts have been taken: 

Letter of Referee Thomas FE. Duval, of Wheeling, W. V.: 

“It is my understanding, although I am not in a position to prove it, that quite 
a few small loan companies, who have allegedly false financial statements, do not 
file objections to the discharge of a bankrupt, but on the contrary allow the bank- 
rupt to obtain his discharge and then proceed against him in a justice of the 
peace court using the false financial statement as proof that the obligation 
owing to them was incurred by false pretenses or false representations to them 
by the bankrupt. Undoubtedly, this same practice is followed in many sections 
of the country as so many of the small loan companies operate on a multi-State 
basis.” 

Letter of Referee Miles C. Riley, of Madison, Wis. : 

“Instead of filing objections to discharge in cases before me, attorneys now 
find it more ‘convenient’ at least to disregard the bankruptcy proceeding and bring 
actions in State courts against the bankrupt alleging that the debts of their 
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clients were inflicted by fraud of the debtor and are therefore nondischargeable, 
and are cut from my jurisdiction, and I am advised that their strategy has 
brought them favorable results. 

“There is no mobilized data that I know of as to number of applications of the 
strategy, but informal complaints to me indicate an unduly large number. 

“A referee, of course, cannot conclude that judges of State courts are less 
competent. 

“Perhaps a referee may say that the referees have fuller aquaintanceship with 
the Bankruptcy Act and a lot more actual experience with bankrupts than do 
judges of State courts. 

“Congressional definiteness is called for to clarify, make logical, and to retain 
the humanizing aspects of the Bankruptcy Act.” 

Letter of Referee Gibson C. Holliday, of Des Moines, Iowa: 

“As a part-time referee, which in and of itself denotes I am engaged in the 
general practice and from these experiences I am familiar with pending legisla- 
tion (H. R. 106) in a general way. 

“I would support and there is a definite need for a bill in the Congress to be 
passed whereby the referee in bankruptcy can determine the dischargeability or 
nondischargeability of provable debts. I say this without hesitancy insofar as 
Iowa is concerned.” 

Letter of Referee George A. Heisey, of Minneapolis, Minn.: 

“My own personal conviction as bankruptcy referee is that the bankruptcy 
court should determine the issue of dischargeability or nondischargeability. My 
own feeling in the matter is that such determinations are essentially for the 
bankruptcy court to make as part and parcel of the bankruptcy proceeding itself. 
in this district, of my own knowledge, I know that there are instances arising 
time and time again where a finance company or a local loan company or a 
bank have taken advantage of the Grover and the Otte decisions and have insti- 
tuted their actions in municipal and State courts. I believe that the bankruptcy 
courts are better qualified in every respect to deal with the issue here involved, 
than our municipal judges and State court judges who usually admit that they 
know nothing at all about bankruptcy law and seem to bitterly resent the fact 
that they are required to become acquainted with it, even to the extent to which 
it may be necessary for them to do so in the handling of cases pending before 
them involving the issue of dischargeability or nondischargeability. 

“I, for one, will be very glad if an arrangement can be made whereby issues 
of this sort can be channeled into the bankruptcy court in this district.” 

Letter of Noel C. Stevenson, Esq., of Sacramento, Calif. 

“I wish to take this opportunity to express the hope that this proposed 
amendment to the Bankruptcy Act will be enacted into law as it will be the 
means of ending considerable confusion, hardship, and injustice. 

“It has been my observation over quite some years of specializing in bank- 
ruptecy practice that the existing law works a hardship on the State courts, the 
bankrupt, and his counsel. Generally the judge of the State court is not 
familiar with bankruptcy law or its application. The bankrupt (unless cau- 
tioned otherwise) believes that after a discharge he is immune to any and all 
lawsuits and upon being served gleefully tosses the summons and complaint 
or other process aside only to learn the facts of life at a later date. 

“During the past 10 years or so, I have had so many of these cases arise I 
soon learned that the best way to warn clients of this hazard was to do so in 
writing. That my experience in this respect is not unique is borne out by the 
fact that over the years I have had numerous telephone calls from other mem- 
bers of the bar seeking advice on this problem and its remedy.” 

I am informed the committee desires to have copies of the material submitted 
to the Bankruptcy Committee pursuant to the request of the late Senator 
Kilgore, regarding this problem. I attach to my statement complete copies of 
memorandums dated September 8, 1955, and September 10, 1956. 


—_ 


(The above material referred to is to be found beginning on p. 52) 


In conclusion let me add that the administration of the Bankruptcy Act 
involves the interpretation and application of a very technical and specalized 
statute. The referees in bankruptcy are by far the best qualified to apply, 
interpret, and enforce that law fairly, honestly, economically, and expeditiously, 
in my opinion. 
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UNITED STATES District Court 
FOR THE NorTHERN District oF WEST VIRGINIA, 
Wheeling, W. Va., June 21, 1955. 


Re Arnett Blackburn Edwards, bankrupt, in bankruptcy, No. 487-F. 


ADMINISTRATIVE OFFICE OF THE UNITED STATES CouRTS, 
Washington, D. C. 
(Attention: Hon. Edwin L. Covey, Chief of the Division of Bankruptcy.) 


Deak Siz: Bankruptcy hearings were held in Parkersburg yesterday, June 
20th, and at that time I talked to Mr. Edwards at some length. 

He advised me that Mr. R. E. Bills, his attorney, was actually present at the 
hearing in the suit instituted by Household Finance Corp. against Mr. Edwards 
in the justice of the peace court. In spite of the defense presented by Mr. 
Edwards and his attorney, judgement was rendered against him and in favor 
of the plaintiff, Household Finance Corp. As indicated in a previous letter, 
this judgement became final 10 days after date of rendition in the absence of 
an appeal during the 10-day period. 

During my conversation with Mr. Edwards, he impressed me as being a 
conscientious and hard-working individual, without too much education. I 
gained the very definite impression that the suit was instituted and prosecuted 
on the theory that the obligation owing to the plaintiff was not affected by a 
discharge in bankruptcy. Mr. Edwards mentioned that he had signed various 
papers at the time the loan was completed, and it is my assumption that one 
of the papers signed by him was a financial statement which was incomplete, 
and that this formed the basis for the suit against him. 

It is my understanding, although I am not in a position to prove it, that 
quite a few small loan companies, who have allegedly false financial statements, 
do not file objections to the discharge of a bankrupt, but on the contrary allow 
the bankrupt to obtain his discharge and then proceed against him in a justice 
of the peace court using the false financial statement as proof that the obliga- 
tion owing to them was incurred by false pretenses or false representations to 
them by the bankrupt. Undoubtedly, this same practice is followed in many 
sections of the country as so many of the small loan companies operate on a 
multistate basis. 

Mr. Edwards expressed his appreciation for the opportunity to discuss the 
matter with me, even though I was not able to suggest any relief from the 
situation in which he presently finds himself. 

If you have any further inquiries in connection with this matter, please do 
not hesitate to write as I will be very glad to attempt to obtain any further 
information which you desire. 

With kindest personal regards, I remain, 

Sincerely yours, 
THomas H. Dovat, 
Referee in Bankruptcy. 


Aprit 12, 1957. 
Lynn K. TwINeEM, 
Editor, New York, N.Y. 


Deaz Mr. TwIneEM: This is in response to yours of March 29 with which you 
enclosed a copy of the Quarterly Report containing an article by Mr. Edwin L. 
Covey, of the Administrative Office, on Congressman Celler’s proposed amend- 
ments to the Bankruptcy Act. 

I thank you for the copy. 

Mr. Covey’s article is a splendid one. I agree with him and with your article 
in Referee’s Journal, 1946, volume 21, page 33, and with the article by Attorney 
Stewart Lynch, Quarterly Report, volume 10, page 4, fall 1956. 

May I interpose the following comments? 

My experiences as referee in the past 5 or 10 years (I have been referee for 
24 years) is revealing as I study the proposed amendments and Mr. Covey’s, 
Mr. Twinem’s, and Mr. Lynch’s discussions of them. 

For instance, and whereas I have processed not less than 1,000 to 2,000 
bankruptcy cases in that period, not more than 4 or 5 objections to discharge 
have been filed with me in these years, and of those 4 or 5 not even 1 was 
ever prosecuted to finality. All but one that now pends were withdrawn after 
petition to me therefor and after notice to all creditors and creditors meeting 
on the petition. 
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Rarely do creditors other than the objector (petitions to withdraw) appear 
at such meetings. 

Instead of filing objections to discharge in cases before me, attorneys now 
find it more “convenient” at least to disregard the bankruptcy proceeding and 
bring actions in State courts against the bankrupt alleging that the debts of 
their clients were inflicted by fraud of the debtor and are therefore nondis- 
chargeable, and are out from under my jurisdiction, and I am advised that 
their strategy has brought them favorable results. In fact, I am told that a 
filing in bankruptcy or a discharge under the act is quite meaningless in some 
State courts in one of my industrial counties and all this despite a holding by 
the Wisconsin Supreme Court that to render a debt nondischargeable: 

“The false representations or pretenses must have been relied on by the 
creditor in parting with his property, and must be the gravamen of the action, 
and the fraud must be an actual or positive fraud involving moral turpitude 
or intentional wrong, to save the claim from the operation of a discharge in 
ery” (Klatt v. Helming, 248 Wis. 139, 142 (1945), 21 N. W. (2d) 
61). 

There is no mobilized data that I know of as to number of applications of 
the strategy, but informal complaints to me indicate an unduly large number. 

A referee, of course, cannot conclude that judges of State courts are less 
competent. But, bearing upon qualifications, the fact is that no university in 
this section now offers or for some time back has offered a full course in bank- 
ruptcy. Neither the judge nor the attorneys before them have come to know 
by intensive training, at least, the far-reaching purposes of the Bankruptcy 
Act or the precise prescriptions of that act or the case law applying to and 
interpreting those prescriptions. Neither do they know, as a referee must 
from his daily contacts, the overall situation of the average man, some literate, 
some not so fortunate, all victims of our present system of economic life, with 
its fantastic, idiotic grants of credit, and the accomplishments of the unbeat- 
able American salesman, and the crushing consequences that these engender. 

Perhaps a referee may say that the referees have fuller acquaintantship 
with the Bankruptcy Act and a lot more actual experience with bankrupts than 
do judges of State courts. 

As a matter of fact it is my opinion that the bankruptcy court now has 
exclusive jurisdictional power to determine the dischargeability or nondis- 
chargeability of the debts of a bankrupt. True there is contra case law. The 
Bankruptcy Act neither in word nor in substance is contrary to my opinion. 
Contra case law is not persuasive, at least, with me. 

If I were a Member of Congress, I’d favor the ideas presented in the Celler 
amendments. While it can be argued with unstoppable force that the amend- 
ments are not necessary, there is now case law, though unpersuasive, to the 
contrary. Congressional definiteness is called for to clarify, make logical, and 
to retain the humanizing aspects of the Bankruptcy Act. 

Thanks again for your letter and contents. 

Very truly yours, ° 
Murs OC. Rey, Referee. 


UnItTep States District Court, 
SouTHERN District or Iowa, 
OFFICE OF REFEREE IN BANKRUPTCY, 
Des Moines, Iowa, May 26, 1958. 
EpwWIn L. Covey, 
Chief of the Division of Bankruptcy, Administrative Office of the United 
States Courts, Washington, D. C. 

Dear Mr. Covey: As a part-time referee, which in and of itself denotes I am 
engaged in the general practice and from these experiences I am familiar with 
pending legislation (H. R. 106) in a general way. 

I would support and there is a definite need for a bill in the Congress to be 
passed whereby the referee in bankruptcy can determine the dischargeability or 
nondischargeability of approvable debts. I say this without hesitancy insofar 
as Iowa is concerned. If there is any additional information or data that you 
would like to support this recommendation, please call on me. 

Yours very truly, 
Grsson C. Hoiuinay, Referee. 
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DISTRICT OF MINNESOTA, FOURTH DIVISION, 
Minnapolis, Minn., May 22, 1958. 
EpwIn L. Covey, 
Chief of Bankruptcy, Administrative Office of the United States Courts, 
Washington, D.C. 

Deas Mr. Covey: With reference to the proposition whether referees in bank- 
ruptey should determine, in the course of bankruptcy proceedings,whether a debt, 
included in bankruptcy’s creditor schedules, is dischargeable or nondischargeable 
under section 17 of the Bankruptcy Act as amended: 

Some years ago the proposition came before the chief judge of this district for 
determination. His decision is reported in the case titled In re Glover (63 Fed. 
Supp. 644). The gist of the decision is that the bankruptcy court in the district 
of Minnesota will not stop in the course of any bankruptcy proceeding to deter- 
mine whether a specific item of indebtedness is dischargeable or nondischarge- 
able in bankruptcy, but will relegate the parties to the State court for a deter- 
mination of the issue. Some years later the question arose again in the case 
titled Otte v. Crooks, Inc. (113 Fed. Supp. 861), and the late Honorable Mathew 
M. Joyce rendered an opinion following that rendered in the Grover case by the 
chief judge of this district. 

I have been referee in bankruptcy for a good many years and I have had the 
actual experience of municipal judges and State district judges calling me on 
the phone, advising me that a case was pending before them wherein a certain 
item of indebtedness, included in a previous bankruptcy, was being prosecuted to 
judgment in their courts and that the defendant had pleaded the discharge 
obtained in the bankruptcy proceeding and that in the plaintiff's reply, the 
plaintiff set up that the debt was nondischargeable in bankruptcy under the 
provisions of section 17 of the Bankruptcy Act. 

The municipal and State court judges who have called me in such matters 
have very much resented the fact that they had been called upon, rather than 
the bankruptcy court, to determine any such an issue. They expressed wonder- 
ment why the bankruptcy court itself did not dispose of the matter during the 
pendency of the bankruptcy proceeding or thereafter. They also keenly re- 
sented the fact that the expense of litigating such an issue is imposed upon the 
city or the county which has to pay the costs and expenses incidental to a trial 
of the issue involved. 

In everyone of these instances I have cited the rule in the Grover case, supra, 
and in Otte v. Crooks, Inc., and, in effect, I have apologized for the necessity of 
the municipal court and the State courts in this district having to deal with 
the question. I have also given help to the municipal and the State court judges 
in citing the applicable provisions of the Bankruptcy Act to them and in being 
as helpful as I can from a legal standpoint. 

My own personal conviction as bankruptcy referee is that the bankruptcy 
court should determine the issue of dischargeability or nondischargeability. My 
own feeling in the matter is that such determinations are essentially for the 
bankruptcy court to make as part and parcel of the bankruptcy proceeding 
itself. In this district, of my own knowledge, I know that there are instances, 
arising time and time again where a finance company or a local loan company 
or a bank have taken advantage of the Grover and the Otte decisions and have 
instituted their actions in municipal and State courts. I believe that the bank- 
ruptcy courts are better qualified in every respect to deal with the issue here 
involved than our municipal judges and State court judges, who usually admit 
that they know nothing at all about bankruptcy law and seem to bitterly resent 
the fact that they are required to become acquainted with it, even to the extent 
to which it may be necessary for them to do so in the handling of cases pending 
‘before them involving the issue of dischargeability or nondischargeability. 

I, for one, will be very glad if an arrangement can be made whereby issues 
of this sort can be channeled into the bankruptcy court in this district. 

Yours very truly, 
Gero. A. HEISEy, 
Referee in Bankruptcy. 
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SACRAMENTO, CALIF., June 10, 1958. 
EpwIn L. Covey, 
Chief of Bankruptcy, Administrative Office of the United States Courts, 
Washington, D. C. 


DeaR Mr. Covey: It has come to my attention that hearings on H. R. 106 
are now pending before the Senate Judiciary Committee. I wish to take this 
opportunity to express the hope that this proposed amendment to the Bank- 
ruptcy Act will be enacted into law as it will be the means of ending consider- 
able confusion, hardship, and injustice. 

As you know, the Bankruptcy Act now provides that after a discharge is 
granted to a bankrupt, any creditor may file an action against the bankrupt 
in a State court and the State court will decide if the debt is dischargeable. 
It has been my observation over quite some years of specializing in bankruptcy 
practice that the existing law works a hardship on the State courts, the bank- 
rupt, and his counsel. Generally the judge of the State court is not familiar 
with bankruptcy law or its application. The bankrupt (unless cautioned other- 
wise) believes that after a discharge he is immune to any and all lawsuits and 
upon being served gleefully tosses the summons and complaint or other process 
aside only to learn the facts of life at a later date. 

Last, consider the plight of counsel. If counsel took the precaution to warn 
his client to rush any and all papers served on him to his office so that a proper 
appearance may be filed, counsel is in the clear. He may not be paid for this 
extra work, but at least he is in the clear. But pity the poor bankrupt. He 
has the burden of defending a new action in a nonbankruptcy court and because 
he is no doubt out of funds, must convince his lawyer he will pay for his services 
at some future date. That is a sad situation, but it is worse if counsel failed 
to warn the bankrupt about suits or other proceedings after bankruptcy or if 
the bankrupt simply failed to seek counsel soon enough. 

During the past 10 years or so, I have had so many of these cases arise I 
soon learned that the best way to warn clients of this hazard was to do so in 
writing. That my experience in this respect is not unique is borne out by the 
fact that over the years I have had numerous telephone calls from other mem- 
bers of the bar seeking advice on this problem and its remedy. 

For the foregoing reasons I certainly hope that H. R. 106 becomes law. When 
the amendment is in effect it will be a veritable magna carta for the bankrupt 
and his attorney. 

Very truly yours, 
Noe C. STEVENSON. 

Mr. Covey. I might say at this point that I understand the Chair- 
man asked for copies of memoranda which initiate this bill in con- 
nection with our contacts with Senator Kilgore, and attached to that 
are copies of those memoranda and some accompanying letters. (This 
material will be found beginning on p. 52.) Also attached are some 
letters that I have received from referees, one a practicing attorney, 
that deal with this question, I think, of need. The full letters are 
there, and I have put. in this statement excerpts from those letters. 
But the full letters are attached to that statement. 

Senator Carroiu. I observe on page 2 of your statement your ref- 
erence to Mr. Twinem of New York. 

Mr. Covey. Yes, sir, 1 quoted from him the article which he wrote 
in 1946, in which he said this: 

Indeed, as I indicated at the beginning, it would seem to be a strange form 
of decree which must be taken to another court for an interpretation of its 
effect. Doesn’t it seem peculiar in the law for a court to say, “I hereby grant 


you a decree, but you must take it to some other court to ascertain the extent 
and type of relief that I have given’? 
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Mr. Twinem, as I understand it, opposes this bill at the present 
time. But that was his statement with regard to this very problem 
in 1946. 

Also, following that you will see a statement by Referee Brink of 
Los Angeles. He says this: 


* * * that the time may be at hand to review these rulings. 


Referring to the rulings whereby another court determines the 
question of dischargeability. It is view that if the bankrupt is 
legally deserving of a discharge, he ought to be sent forth with a com- 
plete and final release against his discharged creditors. 

Senator Carrott. Now, Mr. Covey, several statements such as this 
have been made during the course of the previous aeeeing. Perhaps 
— preface it by saying: How long have we had the Bankruptcy 

ct? 

Mr. Covey. This present act was passed in 1898. It will be 60 
years old the Ist of July. 

Senator Carroti. Well now, for 60 years, for example, the courts 
have been reviewing and have had jurisdiction over these cases, the 
State courts have had, to review further whether a discharge is 
proper. 

r. Covey. Yes, sir. 

Senator Carrott. Why do we change it after 60 years? 

Mr. Covey. This problem has existed in a small degree all of the 
time. It has become intensified, in my judgment, in recent years due 
to the fact that we have now such a large proportion of cases that are 
filed by employee t of people, who are seeking relief under the 
Bankruptcy Act. Seat 85 percent of the cases filed are filed by per- 
sons of that type where the principal purpose of the proceeding is to 
obtain a discharge and to rehabilitate. That problem is becoming 
more intensified all the time, in my judgment, and we will have this 
oe somewhere in excess of 90,000 cases, of which about 74,000 will 

filed by employees. 

I made some comparisons—they are not in this statement—recently 
with regard to the number of employee cases in 1932, which you will 
recall was a depression year, and in that year there were filed just a 
little over 70,000 cases. Forty-seven percent of the cases at that time 
were filed by employees. Now we are getting 85 or more, it is actu- 
ally about 87 percent of our cases being filed by employees. The 
situation arises, or is precipitated very largely by garnishment, where 
the wage earner’s check is tied up on some sort of judgment or process 
of that nature. And it makes it necessary for him to seek some sort 
of relief in order to take care of himself and his family. The relief 
is found in the wage earner—I do not mean to refer to wage earners 
as such, but in employee-type cases, where it is granted a Ciclacae, 
and then very often—I say “often,” it probably arises in this way, 
after the discharge is granted, a suit will be brought in the State 
court in which it is alleged that that particular debt is not discharged. 
Unfortunately, there has been in those suits a large element of harass- 
ment. Iam sure itistrue. <A creditor has, I say, about three chances 
to win. 

In the first place, he may win by default, as the Congressman has 
referred to. The bankrupt does not realize he must appear ‘in court 
and affirmatively plead his discharge, and he is defaulted. 
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Secondly, he has to lay off from work, go to a hearing, usually before 
a justice of the peace or a municipal court and the case is continued 
maybe three or four times, and he must lay off from work. When 
that happens, he soon gets in the mood that perhaps “Well, I better 
settle this,” and he will make some sort of a settlement. That is an- 
other chance they have to win. 

And the third one is a trial on the merits of whether or not there is 
actual fraud. That is tried before a court unfamiliar with bank- 
ruptcy, unfamiliar with the Bankruptcy Act, and not experienced in 
any way with the theory or philoso iy of the Bankruptcy Act. 

nalen Carrot. You see, Mr. Sere, now we are coming to the 
heart of the issue. First, the question will be put, and I put it to you 
only for the sake of the record and with no sense of hostility, but to 
try to draw out and clarify these issues 

Mr. Covey. Yes, sir. 

Senator Carrotu. First of all, where does the bankruptcy division 
of the administrative office of the United States courts get its informa- 
tion? Where do you get your information, what is it based on? 

Mr. Covey. First, we get our statistical data, which comes from the 
clerks of the court and from the referees, in individual cases. 

Senator Carrotn. Are you referring to the clerks of the district 
courts or the clerks of the State courts ? 

Mr. Covey. Theclerks of the district courts. 

Senator Carrott. Where do they get their information ? 

Mr. Covey. From the actual cases. 

Senator Carrotu. That is, the number of bankruptcy cases that have 
been filed ? 

Mr. Covey. Yes, sir, and they report to us the type of business, 
whether it is an employee, whether it is a housewife and so forth. 

Senator CaRRoLL. Why do we find some referees in bankruptcy, 
not all, vigorously opposing H. R. 106? 

Mr. Covey. Well, sir, I might say this, I might go back just a little 
bit. Until 1947 referees in bankruptcy were on the fee system, they 
were compensated by fees. Also, prior to that time the district judge, 
and only the district judge, could grant a discharge—I am wrong 
about that. The authority to grant a discharge was given in the 
Chandler Act of 1938. That is when they first authorized the referees 
to grant a discharge. The theory of having this question of discharge- 
ability determined in a court where the suit is brought was developed 
under the old system, under the old fee system, at a time when the 
referees in bankruptcy had nothing to do with the granting of the dis- 
charge. That was done only by the Federal judge. And that theory 
started back in those days, and is exemplified by the case of Local 
Loan v. Hunt, which was decided in the Supreme Court in 1934, in 
which it said the bankruptcy court had jurisdiction to restrain the 
harassment suits but it should only be exercised in unusual circum- 
stances. 

As a result of that many referees, and particularly the older 
referees like Referee Friebolin, who is opposing this bill, grew up 
with that philosophy and still retain it, that that type of problem, the 
dischargeability problem, should be determined in the court where 
the suit is brought. Referee Friebolin is an able referee, he is past 
80 years of age and has served for 44 years. I think he finds it difficult 
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to change to this system, which he thinks will put a lot of work on the 
referees, which they are not required at the present time to do. 

My answer to that is this: It is a job, it is a task, that the referee 
should be doing in my judgment. It should be part and parcel of 
the bankruptcy procedure. I think it probably will increase the 
work some for a while. In my judgment, the law will soon become 
crystalized, it will be decided in case decisions, and the work will 
not be burdensome. But if it is, my further answer is this: We 
stand ready and able to provide additional referees, and as many 
referees as are needed, to assist them under the present salary system 
which was inaugurated July 1, 1947. They have been self-sustaining, 
and there is a surplus in the referee salary fund at the present time 
of more than $4 million. 

Senator Carroiu. This is very important. Now see if I understand 
the effect of your testimony. You do have the machine? 

Mr. Covey. Yes, sir. I think we have it almost adequate at the 
present time to take care of this problem. 

Senator Carroti. How are referees appointed ? 

Mr. Covey. Referees are appointed as the United States district 
judges, by a majority of them where there is more than one judge 
in the district. They are authorized to fixed territories, their salaries 
established, their places for holding court all by the Judicial Confer- 
ence of the United States. 

Senator Carroty. Is there any limitation to the number of referees 
that may be appointed to handle the workload ? 

Mr. Covey. No, sir. 

Senator Carroti. The next question, which the Congressmen 
always ask, is, where are you going to get the money ? 

Mr. Covey. The referee salary system, as I said, has been and is 
self-sustaining since the salary system was established. These moneys 
come from two sources: first, the filing fee of $45, of which $17 goes 
into the referees’ salary fund to pay referee salaries, $15 goes into 
the referees’ expense fund to pay referees’ expenses, and $8 goes to the 
clerk of the court as an earning of his office, and $5 goes to the trustee 
when he closes the case. That isa total of $45. 

Now the second source of money is a percentage charge fixed by the 
Judicial Conference of the United States of the assets realized in the 
estate cases. 

Those two sources will produce for each fund this year in excess 
of $2 million. And there is a surplus in the salary fund of over $4 
million and a surplus in the expense fund of nearly $2 million. 

Senator Carroiu. It is very helpful to have that sort of testimony. 
This is the first time we have had that sort of testimony in the record. 
It is very important, Mr. Olney and Mr. Covey, that you are here 
this morning. 

Now the district judges, have they been canvassed on this? How 
do they feel about appointing new referees? Do you know what their 
viewpoint is? 

Mr. Covey. I can only say this, with the increase in volume of cases 
that we have been experiencing since 1947, we have added a number 
of referees, and we have made a number of part-time referees full 
time to increase the referee service. Those recommendations are in- 
augurated in our office. I do not recall a single case where a district 
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judge has opposed the appointment of additional referees. Now some- 
times we have had questions of salaries and territories and things of 
that kind, but I do not believe there has been a single case where our 
office has recommended an additional referee, or more additional serv- 
ice, that has been opposed by any district judge. 

Senator Carrot. Now with reference to the second important 
question, there has been considerable testimony given here—and it 
appeared again this morning—about the harassment of debtors by 
creditors, and the loopholes that exist in the existing system. Where 
do you get your information on that, where does that come from ? 

Mr. Covey. Mr. Chairman, in the years I have been in the Admin- 
istrative Office, I have, I believe, visited officially every district, in 
the country. I think I can say that I know personally better than 
90 percent of all the referees. I have talked with them in their own 
districts, I have talked with them at the referees’ meetings, annual 
conferences, I have talked with them in group meetings in various 
centers. We have tried to visit every office, every larger office—now 
not all of the smaller ones—at least once every 2 years. And I am 
in constant correspondence with the referees as a part of my official 
duty. 

Senator Carrott. How many referees are there in the United 
States? 

Mr. Covey. There are at the present time a total of 169. One hun- 
dred of them are full time and 69 part time. And we will add per- 
haps a dozen more at the coming session of the Judicial Conference. 
My assistant is on the west coast at the present time making surveys 
of the need for additional referees in that area. I have been in the 
Middle West recently on two different occasions on that same task 
of providing additional referees or determining the need for addi- 
tional referees. 

Senator Carrot. How many of those 169 favor the provisions of 
H. R. 106? 

Mr. Covey. I would not know, sir. I would say the great majority 
of them. 

Senator Carrouu. Is there any way we can get an expression of 
opinion ? 

Mr. Covey. The only way I would know would be to circularize 
them all. They will not be unanimous. There are those who do not 
approve of it. 

Senator Carrot. What would be the reasons? Because it seems 
to me, as you have explained this now, you can take care of the work- 
load by appointing other referees. Are some of the referees who are 
in a little bit jealous of the prerogatives? Are they alone in this; do 
the other referees work under them? Is there a head referee? 

Mr. Covey. No, sir. We have what they call an executive referee 
in some of the larger offices where we have more than one, but that is 
shifted around and it is purely administrative to handle personnel 
and things of that kind. But there is no head referee. As far as I 
know, I am the only one who has those contacts. 

Senator Carroui. It has been brought to my attention—I am not 
offering this as evidence in the record because I intend to probe it 
further—that the referee in Denver, Colo. 

Mr. Covey. Yes, sir, Ben Hilliard. 
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Senator Carroti. Ben Hilliard, and the Bar Association of Denver, 
has set up a committee to investigate this and to probe this very issue, 
and it has been going on for some months. 

Is this work being done by the various bar associations of the 
country 

Mr. Covey. Yes, I think some have. Mr. Schwartz is here today, 
and there have been resolutions adopted up in his area, around New 
York, in favor of this. 

I did not know of any committee or study of this particular prob- 
lem in Denver. I know Ben Hilliard very well. 

Senator Carrotz. I did not know of it until I became chairman of 
this ad hoc subcommittee, and I have found out about it since. 

And it would seem to me where—we might as well face it—we are 
going to meet some stiff opposition on this bill unless you can demon- 
strate—I say “you”, I mean all who are interested in the passage of 
this legislation, looked upon as a substantial change in the law. And 
therefore it would seem to me if we could get an opinion from the 
referee, we could get some supporting testimony as to what is happen- 
~~ Now here is Congressman Nimtz, who is a practicing lawyer in 
a family law practice. Really what is going on at the grass roots? 
This is what we have to know. 

Mr. Covey. I have some letters attached to this statement. I have 
made excerpts from those on that very subject. I would be glad to 
read it. Do you want to take time to read those excerpts? I have 
picked out and shortened it down. 

I think it demonstrates the need for it—the attitude, at least, of these 
men. I have not circularized the referees on it. 

Senator Carrotu. Well, what objection could a referee have to this, 
unless, first, he is living in the horse and buggy days, and secondly, 
he might feel a question of prerogative, whether he is the only referee. 
What possible objection could he have to a change in this law? 

Mr. Covey. I think the principal objection is that it would make a 
lot more work for them, it would be a burdensome task. And I have 
tried to answer that. 

Senator Carroty. Well, if we put in other referees it should not be 
more work for them. 

Mr. Covey. No, sir, it should not. 

Senator Carroti. Now let’s go back to the point for just a moment: 
There has been a great increase in the number of filings of petitions, 
has there not? 

Mr. Covey. Yes, sir. 

Senator Carroty. That, of itself, is going to necessitate an appoint- 
ment of a number of new referees. 

Mr. Covey. Yes, sir. 

Senator Carroty. Notwithstanding whether they have the right of 
a final discharge or not, is that not so? 

Mr. Covey. Yes, sir. 

care —— Within the last year how many referees have been 
appointe 

r. Covey. Well, I can give you some. I do not know if I can 
_ you all of them. We have a new one in Harrisonburg, Va. We 
ave a new one in Wichita, Kans. There is provision for a new one 
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in Denver. We have a new one in Seattle. We have a new one in 
Akron, in Mr. Kniffin’s district. 

You asked within the last year. We have not had a new one in the 
southern district of California where the cases are heavy, but we have 
made two part-time referees full time in the southern district of Cali- 
fornia. We have made one part time refree full time in Tacoma. 
Another one, who has not yet gone on full time in Cincinnati. Pro- 
vision is made for that. And we have increased the part-time service 
and perhaps six or eight additional positions. 
ene Carrotu. What about the larger cities, New York and 

icago 

aera: New York City is served at the present time by four 
full-time referees located in New York City and two upstate in the 
southern district of New York. Brooklyn is served by three full-time 
referees, two in Brooklyn and one in Jamaica. There has not been 
as heavy an increase in volume in those districts as in the so-called 
industrial districts. 

Chicago has increased substantially. We added a new referee 
there. He went on duty on October 1, 1956, I believe. We added 
two new referees within the last 2 or 3 years in Los Angeles. As I 
told you, my assistant is on the west coast. I have a letter from him 
in which he suggested there be two new referees in the San Francisco 
territory. He is out there making that study now. 

Senator Carrotu. What is the backlog of cases? Are cases moving 
along efficiently enough, would you say ? 

Mr. Covey. Well, yes, I have a chart which would demonstrate that. 
But I say this, for the last 5 years, ending in 1957, there have been 
fewer cases pending at the end of the year than there were filed during 
the year. In other words, there is less than a year’s business pending 
before your referees. Only in 4 years prior to the last 5, since 1904, 
has that been true. 

Now our backlog, our pending caseload, is going up because the 
filings are going up. They will increase this year 2314 percent, 
approximately, with only one month to go. 

There will be an increase this year of some 16,000 or 17,000 cases 
over last year. 

Senator Carrotu. Based upon that increase, how many referees do 
you think you are going to have to appoint to meet that workload ? 

Mr. Covey. Well, as I said, I think our new report will probably 
represent, I think I said, eight or more. Probably somewhere between 
8 and 12 full-time referees. I think probably we will provide for a 
larger proportion of service in the part-time referees for perhaps 15 
or 20 more. We probably will make 8 or 10 part-time referees full 
time. That survey is going on at the present time and it will be sub- 
mitted to the Judicial Conference in September. 

Senator CarroLu. Now supposing we pass H. R. 106 and gave this 
additional workload—although sometimes the trial of odd cases would 
take several days 

Mr. Covey. ‘That is possibly true. 

Senator Carrot. What would that do to your system, even now 
where it has been overburdened with the increase in filings? 

Mr. Covey. I think we would probably, as experience determines, 
have to add some referees. I do not believe it would be great. That 
is my best judgment. 
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Senator Carrot. Have you had any statistical findings or reports 
to make for the record as to the number of increases in State cases filed ¢ 

Mr. Covey. No, sir, [have not. We do not have that, we do not get 
that information. We do not know how many cases there are filed 
in the State courts where bankruptcy determination is necessary. 

Mr. Nimrz. Senator ? 

Senator Carroti. Congressman Nimtz. 

Mr. Nimrz. If I may interject, Senator, many of those, in my expe- 
rience would be in justice of the peace courts, which is not a court of 
record. And you have a justice of the peace, and as Mr. Covey says, 
with no experience in bankruptcy, and yet he makes a determination 
of whether any fraud has been involved, and I think any statistical 
data on that would be almost impossible to obtain because many of 
them are in justice of the peace courts. 

I think Mr. Covey will bear that out. 

Mr. Covey. That is correct, there is no question about it. 

Senator Carrot. Would you not have complaints from some 
source? And now we are coming again to a point where proof is nec- 
essary. We have statements made about the har assment, and we have 
to have some proof of that in the record rather than conclusions. 

Mr. Covey. I have these various letters, and Mr. Drabkin has some 
others, which I think he will refer to. Mr. Kniflin is here to tell you 
what his experience has been. 

I have a letter here from Referee Duval, at Wheeling, W. Va., who 
was the referee who handled the case in which the complaint was made 
that went to Senator Kilgore that initiated this whole study, this whole 
consideration. 

Would you like to have me read these excerpts ? 

Senator Carrory. I do not think so. I mean, I intend to read them, 
and they are in the record now, you see. 

Mr. Covey. I have a statement here from Referee Duval; I have a 
statement here from Referee Riley of Madison, Wis.; I have one from 
Referee Holliday, Des Moines, Iowa; I have one from Referee Heisey, 
Minneapolis; I have another one from an attorney, a man by the name 
of Stevenson, practicing law in Sacramento, C alif. 

There are excerpts here with a full letter in this statement. 

Senator Carroiu. That is going to be very helpful. 

I would like to make this suggestion. I know it is going to take a 
lot of work, but it would seem to me that the committee could not help 
but be impressed if we had some findings from local bar associations 
as to what the practice is. Now not only the referees from the district 
court, but from the State court. 

I referred to the State courts, the State bar associations, county bar 
associations. For example, this i is what I propose to get from Denver, 
and find out what the practice is. 

Of course the referee then feels Ben C. Hilliard is a very outstanding 
lawyer, and he is close to the bar, and he would know the feeling of the 
bar, and would know the feeling of the committee. If we have that sort 
of evidence to show concretely what is happening and to give some 

cases illustration of what is happening. 

Mr. Covey. I think Mr. Kniffen can give you some of that. 

Senator Carroti. That is fine. 
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Mr. Covey. And Mr. Schwartz here can give you some resolutions 
from some of the bar associations. 

Senator Carrotu. That brings us back again to the question we 
raised here. We have been operating under a system for 60 years, 
they have been able to go into the State courts and the State courts 
have had the jur isdiction of, we will say, fraud cases at least, perhaps 
others, too, but now we are going to take that away from the State 
court, where a creditor could go in and ask for a jury trial, or a debtor 
could ask for a jury trial. Now they are precluded under H. R. 106, 
and no longer can they have a jury trial, and we are taking away 
the constitutional right of the creditor to have a hearing before a 
State court, and transferring more and more into the Federal Gov- 
ernment, and taking away from State courts the right of the people 
to go before a jury trial. I think you have covered that, but these 
are some of the arguments that are going to be made, and will be 
made, and will be very effectively made. 

Can you think of any way that we could modify this?’ Would it 
be helpful if they could have a jury trial in a Federal court? 

Mr. Covey. Let me say this on the question of jury trial, A bank- 
ruptcy procedure is in the nature of an equity proceeding. That is 
a basic concept. The bankruptcy court determines the right to the 
discharge without a jury, it determines claims, contested claims, in 
very substantial amounts, very often without the intervention of 
a jury, it determines the priority and classification of claims, ques- 
tions of distributions, all without the intervention of a jury. And 
it seems to me that this procedure fits in definitely with that philosophy 
and theory of the Bankruptcy Act. 

Senator Carrouu. Is that decision reviewable in the State court? 

Mr. Covey. Not in the State court, no, sir. It is reviewable by 
the district judge and can be ¢ appet aled to the Circuit Court of Appeals, 
and in proper cases to the Supreme Court of the United States. 

Senator Carrott. What is the nature of the review in the district 
court? Isn’t is de novo review ? 

Mr. Covey. No, sir, it is not a de novo trial. 

Senator Carroty. Where did the bankruptcy court get that juris- 
diction ? 

Mr. Covey. That jurisdiction stems from the Constitution. In the 
Constitution there is a provision that Congress shall have power to 
enact uniform laws on the settlement of bankruptcy. And Congress 
has enacted the Bankruptcy Act. And nowhere in the Bankruptcy 
Act is there any provision for trial by jury, except in a very limited 
way in involuntary proceedings, where a question of insolvency is 

raised and a jury is requested. Aside from that, there is no provision 
in the Bankruptcy Act for 

Senator Carrot. Mr. Covey, 1 am going to ask you to prepare 
for the record—make it short and simple—what the jurisdiction in 
the bankruptcy court is: where it gets its jurisdiction, and the type, 
the nature of decisions it may make. List our a number of them in 
which no jury trial is required, and the finality of its decision—that is, 
except subject to review, and not de novo review, because really the 
bankruptey courts were created by the Congress, were they not? 

Mr. Covey. Yes,sir. By an act of Congress. 

Senator Carrotn. And Congress conferred this jurisdiction ? 
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Mr. Covey. Yes, sir. 

Senator Carroii. And it seems to me we ought to distinguish, if we 
can, the number of decisions, the importance of the decisions that a 
bankruptcy court can make with reference to property rights without 
a jury trial, just as you have outlined this morning. 

Mr. Covey. I might say this to the Senator, I do not believe there is 
any court in the land that gets more complicated and difficult and a 
wider variety of problems to be determined than a referee in bank- 
ruptcy. 

meaner Carroiu. Well now, I think it would be a very good thing 
for the record to outline what those problems are. Give us some idea 
so that Congress will know what they are talking about. Because 
they have this concept, you know, and many lawyers in the Senate, 
you know, are thinking—off the record. 

(Discussion off the record.) 

Senator Carroiy. On the record. 

Mr. Covey. The Bankruptcy Act has four basic functions. 

Senator Carroity. Will you explain those ? 

Mr. Covey. Yes. There are four basic steps. There is the step of 
adjudication. Now that may be either voluntary or involuntary. 
You have the step of marshaling the assets. That involves liquida- 
tion, sales, collecting in of the assets and turning them into cash. The 
third step is distribution. Many contests arise over distribution—the 
priority sections, the section which preserves security, the lien section, 
all of those sections relate to the part of a proceeding which I refer 
to as distribution. And the fourth is the discharge which to these em- 
ployee people is the man, and often the sole, purpose of the 
proceeding. 

Now we have, in addition to the straight Bankruptcy Act, certain 
relief chapters which deal with businesses, requiring an extension or 
composition of their obligations. The emphasis there is not on liqui- 
dation, the emphasis there is on distribution and rehabilitation. 

We have chapter 13, which is provided for the wage earners. The 
—— there was on rehabilitation. 

nd all of those provisions are sections of the Bankruptcy Act, are 
determined by the referee without the intervention of a jury, except 
the one I mentioned. It has worked, in my judgment, efficiently, in- 
expensively, and successfully. And I really do not believe there is 
4 real basis for objecting to this because of the jury situation. It is 
in harmony with the act, and that has been the law for 60 years. 

Senator Carroti. That is a very important point. That is why I 
think it is best for us to talk, although we can have a prepared state- 
ment, but to come to grips with the central issue in this whole thing. 
And the question to me is whether the bill is going to come out of this 
subcommittee, or whether it is going to move into the full committee. 
But we have to get over these questions that arise about the jury trial 
until they understand the nature of this act. 

Mr. Covey. That is basic. 

Senator Carroti. They have to understand the nature and operation 
of this act. And coming to the question of how many fraud cases 
arise, do you have any idea, out of the totality of the act, how many go 
into the State courts? 
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Mr. Covey. I have no idea because those are—I think it is perhaps, 
I am sure it is greater in some districts than others, and I think in its 
total it is probably more than we would realize at first blush. 

Senator Carro.u. Well now, you continue, if you have any other 
information here that you would like to present, Mr. Covey, at this 
time. Do not let me interfere with your conclusion, but I hatah if 
you would stay here and hear some of the other witnesses, then I may 
call you back again to testify, if you have any observations to make. 

Mr. Covey. I would be very happy to do that. 

I do know there have been some objections. You were here and 
heard the objections. I have tried in my statement to reply to those 
objections. I have a short paragraph on the security matter, I have 
one on the question of exclusive jurisdiction, I have one on the question 
of—well, the point was made that some creditors did not want to ap- 
pear before a referee because he might be prejudiced. Frankly, I 
cannot accept that concept because our referees take the same oath a 
Federal judge takes, and administers justice to all persons alike. I 
cannot accept that concept. 

Senator Carroti. Under Federal law can a referee be removed be- 
cause of prejudice ? 

Mr. Covey. Yes, sir; there is provision in the Bankruptcy Act for 
removal of the referee under certain circumstances. It provides for 
removal for incompetence, neglect of duty, and there is a third one. 

Senator Carrott. What about bias or prejudice ? 

Mr. Covey. Not removable. Misconduct in office is the third one. 
Prejudice—the same problems you have as to any judge, to disqualify 
himself by application 

Senator Carrotu. The Federal statute provides a Federal judge may 
be removed from consideration of a case on petition. 

Mr. Covey. Yes, there is provision in this act for a referee from some 
other district to be called in to be assigned, even from another circuit, 
whenever a referee is disqualified to act. There is specific provision 
onthat. So that a referee who has, we will say, an interest in the case 
can disqualify himself and another referee will come in. Or an affi- 
davit of prejudice could be filed. It is the same as any other Federal 
court. 

Senator Carroiu. I thank you, Mr. Covey, and if you will stay with 
us for a while, we will move on unless you have another observation 
you want to make? 

Mr. Covey. I do not believe so, sir. As I say, my statement covers 
all of these various objections, I believe, that have been made so far 
as they have come to my attention, and I have tried to reply to them 
and have tried to give you the material that you suggested at the other 
hearing that you wanted. 

Senator Carroiu. I thank you. It will be very, very helpful to this 
committee. And any of you who can provide additional information 
along the lines I have suggested, it would be very helpful to us. 

The next witness will be, perhaps, Mr. Olney. Do you have any 
further observation to make ? 

Mr. Otney. No, Mr. Chairman, I do not. Thank you. 

Mr. Rosenpercer. Senator, you previously indicated you would like 
to have for the record figures on filings over the past few years. I 
believe Mr. Covey can submit those for the record. 
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Mr. Covry. Yes, I have those for you, sir. I have prepared them in 
the form of three lists. One shows the actual filings down through 
the end of this year. 

Senator Carroty. To the end of May of this year? 

Mr. Covey. Yes, sir. 

Senator Carrotu. What is this last, it says 1958, first 

Mr. Covey. Eleven months of the fiscal year. Our year begins July 
1. This current fiscal year began July 1 of 1957, and this is 11 months 
ending May 31 of 1958. There is 1 month to go in this fiscal year. 

Senator Carroti. Based on your long experience, what does this 
increase in filings, for example, I observe here a 100 percent increase in 
filings since 1953, indicate to you ? 

Mr. Covey. I can only give you my personal opinion. I think it 
stems from the great expansion of consumer credit. I say that because 
85 percent of our cases are filed by the employee-type people, and I 
have the feeling that quite a percentage of their obligations are that 
type of obligation. 

eater Carrotu. I observe here since 1957, during this period of 
unemployment, approximately 5 million people, and I will ask you, 
have you noticed a considerable increase in the filings ? 

Mr. Covey. Yes, sir, we have. I wil give you these figures: The 
yercent increase in 1956 over 1955 was less than 5 percent, 4.7 I believe. 

he increase in filings in 1957 over 1956 was 18.8 percent. The 
increase in filings in the first 11 months of this year is 2314 percent. 

Senator Carroti. You say that 85 percent still runs through the 
figures here ? 

Mr. Covey. Yes, sir. I checked them at the end of March, and they 
were running substantially the same. 

Senator Carroti. You say 4.7 

Mr. Covey. Yes. 

Senator Carroti. To 18—— 

Mr. Covey. 18 last year; 4.7 in 1956, 18.8 in 1957, and 23.5 the 
first 11 months of this year. 

Senator Carrot. Is that confined to any particular areas, those 
increases ? 

Mr. Covey. The increase is generally greater in the industrial areas. 
We do not have the increase—well, I made up some figures for 9 
months for each district and in general the greater increase is in the 
industrial areas. Now there is a philosophy in bankruptcy which I 
think has some basis, and that is this, that in a period of unemploy- 
ment your bankruptcy cases will rise, but it will also continue for 
some time after reemployment begins. Because many people have 
incurred obligations that they cannot pay, and creditors commence 
to press them as soon as they get back to work. And that precipitates 
bankruptcy. 

So that I rather feel, and my own judgment is, that this increase 
will continue for some time. That is, a matter of 2 or 3 years. I 
would not want to make a definite prediction on that. I do not mean 
that, I mean to say if that philosophy, that theory, is correct, we 
can look for a big volume for the next 2 or 3 years. 

Senator Carroti. Well, I thank you, and, of course, this will be 
made a part of the record. 
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(The document referred to is as follows :) 


Total filings of all types of bankruptcy cases by fiscal years ending June 30 of 
each year from 1900 through May 31, 1958 


Fiscal year: Fiscal year—Continued 
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NoTEe.—Increase: 1955-56, 4.7 percent ; 1956—57, 18.8 percent ; 1957-58, 23.5 percent. 
Bankruptcy filings during 1st 11 months of the fiscal year 1958, by months and 











quarters 
USE ir ei a a ee) ee ek a a bikden dm sien ries 6, 828 
held acti cal cide: Aidit citnecaaadee td aoe aantoiadunicdt aitisatdsenmearlancishar pigattasmilosiech ersten thdipanrent teeta 7, 002 
ee ee Beales nes tian pom iaieueel ees eceees 6, 434 
meet; Sik GOR bce he se Be eek i ae lee 20, 264 
a Nee TE ae re alee tae cdl. eeeaenlineainaenes ad iaesanied yi 481 
a EOL ELE MI ESOL ILE LAE DEALS CE NS PE 6, 55 
SEE 0 Ee Rpt a NE Sie BF ci ER Pes ee Re Bees Sens Pe 6, 316 
Cn cS a ce sniciath sane eames 20, ), 351 
sR ke ra th nani cpicasesacdhineste ce ee 
UN NI sy ect cote ae strc basen Seine apres ek acess ip aliens edicect cba beset eteke aes 7, 948 
NS so oe oe a eee a a ta Na i i ental nee, 9, 137 
NE Ue NA ia aac ac eaciinias einen ong gh aa Pande hene niasteneaelc CEE 
Total OUR, 0 ee eee Ye ea b olae a ercre- ante oe ond ae anion 65, 833 
DN iii kh i ES es ah Sei ca iN a lal hiari en deep bedane ah aoe ie 8, 940 
I i etc tell ls cisindinhieh beam annem geomet 8, 704 
Wetek (21: wiewther oct. esc ch Sede gonen aie etindiakenaued «igen ne 


1 Alltime high. 

Nore.—During the 1st 11 months of the current fiscal year ending May 31, 1958, 83,477 
cases were filed which represents an increase over the same period last year, of 15,872 cases 
or 23.5 percent. 
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Number of bankruptcy cases filed, by types of business, in the fiscal years 1940 
through 1957 





Others Others National 











Fiscal year Farmer| Employee} Profes-| notin | Mer- | Manu-|in busi-| Total popula- 
sional | busi- | chants |facturer| ness tion 
ness 
Diese ce muecien 2, 678 36, 846 801} 2,230) 4,651 921 | 4,194] 152,577 | 132, 122,000 
Percent of total____- 5.1 70.4 1.5 4.3 8.9 1.8 8.0 100. 0 
iE onccncone<] ayant 42, 348 744 | 2,365 | 4,278 766 | 3,464 56, 332 | 133, 402, 000 
Percent of total. ___- 4.2 75. 2 1.3 4.2 7.6 1.4 6.1 100.0 
eS, 2, 048 40, 180 581 | 2,071 | 3,386 507 | 3,336 52, 109 | 134, 860, 000 
Percent of total. ___- 3.9 77.1 11 4.0 6.5 1.0 6.4 100. 0 
1943._.._. eek beeee 1, 151 27, 020 395 | 1,762) 1,775 286 | 2,322 34,711 | 136, 739, 000 
Percent of total. ___- 3.3 77.8 11 5.1 5.1 0.8 6.7 100. 0 
1944 512 15, 460 211 1, 292 554 181 1, 323 19, 533 | 138, 397, 000 
Percent of total 2.6 79.1 Ai 6.6 2.8 0.9 6.8 100.0 
Be wit 305 10, 010 152 1, 041 287 153 914 12, 862 | 139, 928, 000 
Percent of total 2.4 7.8 1.2 8.1 a2 1.2 7.1 100. 0 
ana 260 7, 618 112 948 236 201 $21 10, 196 | 141, 389, 000 
Percent of total____- 2.6 74.7 1.1 9.3 2.3 2.0 8.1 100.0 | 
iti inaiait nates 183 9, 396 lll 838 631 596 1,415 13,170 | 144, 126, 000 
Percent of total____- 1.4 71.3 0.8 6.4 4.8 4.5 10.7 100. 0 
aa 167 12, 546 114 991 1, 338 808 2, 546 18, 510 | 146, 631, 000 
Percent of total ____- 0.9 67.8 0.6 5.3 7.2 4.4 13.8 100. 0 
Redes ona eateek 232 17, 772 | 159 | 1,372]| 1,969 853 | 3,664 26,021 | 149, 188, 000 
Percent of total____- 0.9 68.3 0.6 5.3 7.6 3.3 14.1 | 100.0 
betas ain at weelela 290 22, 933 126 2, 107 2, 565 803 4, 568 33, 392 | 151, 677, 000 
Percent of total _-___- 0.9 iw 0.4 6.3 oa 2.4 13.7 100.0 
ihc wemrare-ast 205 25, 984 127 1, 822 2, 360 522 4,173 35,193 | 154, 360, 000 
Percent of total ____- 0.6 73.8 0.4 5.2 6.7 1.5 11.9 | 100.0 
iE Ri ts sicniniitecteai 196 26, 527 137 1, 804 2, 319 532 3,358 | 34,873 | 156,981,000 
Percent of total__._- 0.6 76.1 0.4 5.2 6.6 1.5 9.6 100.0 
ace ad 214 31, 253 140 | 2,062) 2,402 518 | 3,498 40, 087 | 159, 696, 000 
Percent of total -__.- 0.5 78.0 0.3 5.1 6.0 1.3 8.7 100.0 | 
i el cies mecca 322 40, 889 154 3, 359 3, 191 745 | 4,476 53, 136 | 162, 409, 000 
Percent of total-__-_- 0.6 77.0 0.3 6.3 6.0 1.4 8.4 100. 0 
cicada firitioncceseecnases 386 46, 163 217 4, 056 3, 317 750 | 4,515 59, 404 | 165, 248, 000 
Percent of total ___-- 0.6 - 44.7 0.4 6.8 5.6 1.3 7.6 100. 0 
Acti ecnaheneviaeniins 400 48, 784 212 3, 824 3, 155 730 4,981 | 62,086 | 168,091,000 
Percent of total. -___- 0.6 78. 6 0.3 6.2 5.1 1.2 8.0 100. 0 
cA etnatigdneheemawre 405 59, 053 204 4, 564 3, 160 665 5, 710 73,761 | 171, 191,000 
Percent of total_-_-_-_- 0.5 80.1 0.3 6.2 4.3 0.9 wok 100.0 


| 


1 This figure includes 256 amended petitions and adjudications for which occupation is not shown. The 
percent figures for 1940 are based on 52,321 cases which excludes these 256 amended petitions. 


Mr. Covey. I would like to call your attention to the last sheet on 
this material that I gave you because I think that will point this thing 
up. I call your attention to the last line in 1957, and there is set out 
by type of occupation the number of cases filed by farmers, employees, 
professional people, and others not in business. Others not in business 
are usually the housewife type of person, many of whom are employed. 
And then we list merchants, manufacturers, others in business, and 
the total. My figure of 85 percent or more is arrived at by adding 


the 80.1 percent of employee, plus the 6.2 percent of others not in 
business. 


Senator Carroiu. Yes, I see. 

All right, thank you, Mr. Covey. It is important that we have these 
figures. 

Off the record. 

(Off the record discussion. ) 

Senator Carroty. Back on the record. Mr. Kniffin, will you state 
your name and your title. 


STATEMENT OF FRANK KNIFFIN, REFEREE IN BANKRUPTCY FOR 
THE NORTHERN DISTRICT OF OHIO, WESTERN DIVISION 


Mr. Kytrrin. Senator, my name is Frank C. Knirrin. I am the 
referee in bankruptcy for the northern district of Ohio, western 
division. 
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I am completing, at the end of this month 19 years in that official 
capacity. Prior to that time I was a Member of the House of Repre- 
sentatives for four terms, 1930 to 1939. And prior to that service I 
was in the general practice of law for 121% years. 

Senator Carrotu. Well now, Mr. Kniffin, if you have a prepared 
statement, we will be glad to have it. 

Mr. Knirrin. I do not have a prepared statement, Senator. 

Senator Carrott. You heard my question, and you are free to—— 

Mr. Knirrtn. I have listened with more than ordinary interest to 
your questioning. I made some notes coming in on the plane. My 
time has been quite preempted recently, and if you wish me to try to 
be helpful, and save you the time of asking some questions, I will be 
glad to undertake to do so. 

Senator Carrot. We would be very happy to have you do that. 

Mr. Knirrin. Number one, you have seemed to refer to the question 
of what portion of the cases filed, that is, in what proportion or what 
percent, perhaps, of them, have these outside suits. Well, for the 
same reasons given by Mr. Covey, I am unable to give you a useful 
answer, I am sure. 

However, I do have an opinion. I have kept no record upon which 
this opinion is based, but during these proceedings I have come to a 
figure of perhaps 20 percent in my district during the 11144 months 
thus far of this fiscal year. 

To give you a further idea with respect to the volume of work as of 
the close of the office day on the day before yesterday I received 1,057 
new bankruptcy proceedings. As of that day and hour I found that 
we have terminated and delivered to the clerk files 1,002 cases. 

You have been inquiring of other witnesses as to the possible num- 
ber of percentage of increase in referees that would result if the pro- 
posed legislation before us should become law. I subscribe to the 
view expressed by Mr. Covey, that it will be necessary to provide more 
referees. But perhaps not many. 

My docket today—and this is my estimate—pending docket, con- 
sists of about 750 cases. With a force of four clerks we have disposed 
of more than a thousand thus far during the fiscal year. So that is 
less than the caseload of 1 year. 

In order not to be repetitive, Mr. Covey has stated substantially 
what I would have said with respect to suits and the effect of them, 
and the methods employed under section 17 and section 14, discharge 
section. 

Section 14 is a very severe section, a far-reaching one. In this 
matter, on the basis of experience, I have been able to recall a case 
of some years ago wherein there were nearly 50 creditors. Notice 
was given to all of them on the question of discharge and the time 
within which they might file specifications of objections and so forth. 
There was one objection filed by a creditor on a deficiency of approxi- 
mately $180. All of the other creditors, 45 we will say, were not 
opposed to granting a discharge to the bankrupt. The obligations, 
the aggregate of the obligations, owed to them was perhaps $1,500, or 
$2,000 or more. 

Yet, had that objection been sustained on account of this one claim, 
in the amount of $180, all of the other debts would have been frozen 
for the lifetime of the bankruptcy. You understand, of course, that 
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those debts may not be scheduled and discharged in a subsequent dis- 
charge granted within 6 years subsequent to the granting of the last 
discharge. So that section is too severe. It has been. 

As to section 17, it is a matter, in many instances, of suing on the 
fraud portion of that section. The bankrupt calls the referee to his 
office and wants to know why they can do that. Well, the referee’s 
office informs him that he should go to his counsel who represented 
him in the bankruptcy proceeding. And this is always done after 
the discharge is granted, and the time for raising the question has 
been closed. 

The bankrupt goes to the attorney who represented him, and he 
calls up again and says: “Well, I went to my lawyer and he wants 
$100 or $200 to go over there in municipal court, or police court, or 
whatever State court, and file an answer and undertake the job of 
defending my discharge.” 

The bankrupt i is at the lowest economic level of his lifetime at the 
close of that case. He is unable to pay any fees, and the matter goes 
by default—default judgment is entered. Upon the basis of that 
default judgment, his wages are tied up again under a higher law, 
garnishment proceeding. 

Every State of the Union has some form of process, garnishment or 
otherwise, for reaching the wages of earners, white collar workers, 
foundry w vorkers, and professional people. Every State except South 
Carolina. Pennsylvania does not have the conventional type of gar- 
nishment statute because the exemptions go, except for 4 weeks’ board 
or 3 weeks’ board, to the bankrupt, that is, his earnings that have 
accrued. 

And on account of my association with referees, and perhaps be- 
cause, and modestly, I hope, say to you, sir, that I am the president 
at this time of the referees, the National Association of Referees in 
Bankruptcy, and I know the referees personally, except perhaps a 
few who have recently been appointed, and I have discussed this mat- 
ter with them, and they with me, at our annual conferences. And 
again, without assurance of the usefulness of my statement, I would 
say that 75 to 80 percent of them would like to have this matter clari- 
fied, and as you have indicated, come to grips with it. It has been a 
troublesome situation during my tenure in this work, and I am in one 
of the busiest districts and most highly industrial districts in this 
country. 

Senator Carroti. What is your district ? 

Mr. Kwnirrin. Toledo is my headquarters, and other cities along 
Lake Erie, and down south, Marion, Lima, which are highly indus- 
trialized. 

And as to this question of the increase in expense it occurred to me 
while listening to what had taken place, on the day before yesterday 
three requests came to my office for complete copies of all of the debts 
scheduled in bankruptcy proceedings, three proceedings—respective 
proceedings We charge 40 cents per page for the typing of those, 
and that is inadequate. The Government is losing money on every 
one of those, Senator. And incidentally, these three requests were 
cr creditors outside of Ohio. And we cannot do that for 40 cents 
a sheet. 
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And moreover—and I make this estimate with some feeling of its 
possible accuracy—had it not been for the requests and interference 
with the organized effort in my bankruptcy office, with but four 
clerks, had there not been one made that diverts the clerks from con- 
structive work, I think in the western division of the northern district 
of Ohio at this moment we w ould be right even with the cases that 
have come in during the 1114 months of this fiscal year. 

So it is not altogether a matter of expense. There is an offsetting 
situation there. Perhaps not equal, of course, to the cost for the addi- 
tional expense of additional referees, but with this increase in filings— 
I have over $500,000 in depository banks now, and distributors will 
bring in—how much, Mr. Covey, over $10,000? 

Mr. Covey. One percent for each one. 

Mr. Knirrrn. In the treasury fund, earmarked funds, referees’ 
fund, expense and salary fund. 

So those accounts or funds should increase pretty much in harmony, 
in consonance, with the need for more money to pay more referees. 

Senator Carroiu. Let us assume that we change 106, and we gave 
you, as a referee in bankruptcy, this jurisdiction, to make a decision. 
I think you have estimated, if 1 understand your testimony, perhaps 20 
percent of your cases may jand in the State courts ? 

Mr. Knirrtn. I think that here in the last year it has doubled, that 
condition. That is an estimate. 

Senator CarroLi. Supposing you had to sit in judgment—this is the 
practical thing that many Senators would be very much interested in— 
supposing we pass this law, and you are a referee, and you have to sit 
in judgment of these cases and hear them. Some of them may take 
2 or 3 days. What will that do to your workload, will you need 
another referee in there ? 

Mr. Knirrin. Well, if Mr. Covey’s statement should reflect the posi- 
tion, and I know it is his best judgment, and his judgment in the mat- 
ter of estimates countrywide is superior, far superior to my notions, 
yes, I might need help, another clerk at least. 

But on the false financial statement clause, section 14 (3) (c), specifi- 

sation of judgment is based on that provision. 

If it appears that the creditor did not rely on the statement, which 
nearly all cases consist of, the five words, “I have no other debts” — 
which, incidentally, is not a financial statement in the recognized sense. 
This clause was incorporated in the act in 1902 or 1903. And it appears 

rather clearly that it was intended for credit reporting agencies, asso- 
ciations, and generally in commerce, a formal statement of assets and 
liabilities on which a balance sheet might be drawn. But if it appears 
that the creditor, in the evidence produced, did not appear upon the 
statement, why I would overrule the specifications then. 

On section 17, the fraud question, I would not undertake to answer 
a question because I never had the jurisdiction to act in respect to what 
follows, when recourse is had to that provision. 

Senator Carrotu. Pardon me just a minute. 

I want the record to show that this subcommittee has permission 
from the Senate to sit and continue its hearings. 

Your viewpoint is, then, if given this jurisdiction, that you may 
need additional help and the possibility of another referee ? 








any money, and maintaining a surplus in the United States Treasury 
in the two funds which Mr. Covey has described. 

Senator Carrott. Now as president of this association, are all 
referees lawyers ? 

Mr. Knirrin. Oh, yes. 

Senator Carro.u. That is a requirement under the law ? 

Mr. Knirrin. Yes. 

Senator Carrott. Now you have been a lawyer, and a former Mem- 
ber of the House, and you are from Ohio and Ohioans usually be- 
lieve in States rights. 

Mr. Knirrin. Very much so. 

Senator Carrott. Do you believe that this is an infringement on 
States rights, or deprives the litigants of any constitutional rights? 

Mr. Knirrin. May I say that a to no one in the matter of 
the right to trial by jury. But as Mr. Covey I think so well pointed 
out, the 60-year-ol Soskcomtas Act has very definitely become a part | 
of our national policy, and its purposes are well defined, I think, to , 
adjust indebtedness and to provide the means for the wage earners, , 
employees, just employees, to surrender what little they have and to | 
be discharged so that they may try for a new start, to rehabilitate | 

| 
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Mr. Knirrin. And the office will make more money. Of this, Sen- 
ator, I am confident. The bankruptcy court is the only court in our 
national on that has the aspect of not costing the Government 


themselves and to take care of their families, to support their fam- 
ilies. The law is incomplete in its present embrace. Here is a court 
that sees the man, that has him back for further questioning, that 
has an opportunity to observe what brought him into his current | { 
plight, whether it Ms an automobile accident and a suit against him, 
or too much indebtedness and the high pressure credit situation. So 

many large concerns and retail establishments advertise whole page 


advertisements asking people to come in and get these newer and | t 
better things, nothing to pay until the first payment starts next | 
A t Ist, and that sort of thi Obviously, people are attracted. ’ 


And the industrial workers constitute a segment of our society who 
have not had the opportunity to learn business practices. 

Senator Carrott. But we have been getting along with this for 
60 years, why do we want to change it ? 

Mr. Knirrin. Well, my view, or my judgment, has ripened or 
matured because of the incompleteness of the act. Lawyers who 
seldom or rarely have a case filed for a client in a bankruptcy pro- 
ceeding, call me up and argue with me about what is the matter 
here, a suit over in our municipal court down here in Marion, or 
wherever it was, and didn’t you discharge this man? I say, “Yes, I 
did.” And he will say, “Well, would you send me a certified copy 
of that discharge”. I say, “I will do that, yes”, and we do it. But 
even attorneys who are unacquainted with this, the multinumerous 

rovisions of the act and the various and many chapters. Straight 

ankruptcy arises and is administered through the first seven chap- 
ters of the act. But it is incomplete, and many injustices—— n 

Senator Carroii. What, in your experience, are the injustices that | . 
you have witnessed or observed ? | * 

Mr. Knirrin. The injustices are harassment, suing a man and he | 
cannot defend himself. And some of that litigation is carried to | - 
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extremes—it borders on amounting to malicious prosecution and/or 
obstructing the administration of Justice—in my humble judgment. 

Senator Carrot. Would you say, do I understand your testimony, 
that in the past year—w ill you state that again for the record, how 
many of the suits have been going into State courts? 

Mr. Knirrin. That is merely an opinion. Between 15 and 20 per- 
cent, or have been threatened to a point where they renew the obliga- 
tions in full with « all of the charges and so forth. 

Senator Carrotu. Are they permitted to renew the obligation under 
the law ? 

Mr. Knirrin. There is no bar against that after their discharge. 
The court’s jurisdiction has been lifted. We have no jurisdiction after 
the case is closed. 

Senator CarroLL. What about counsel for the bankrupt? Is there 
any limitation, in a bankruptcy proceeding, of Federal law limiting 
the fee that counsel can get for bankruptcy ? 

Mr. Knirrin. The court passes on the fees. 

In that connection, let me say that I have had situations where 
counsel for the bankrupt, for small businesses or partnerships—I 
think the case that comes to my mind at the moment took all the 

sash that they had, part of which had accrued just a day or two 
before the filing of the petition, in the form of incoming checks that 
amounted to $1,450. He just took that for his fee. Well, of course, 
proper sroceedings were had, initiated by the referee, to recover all 
of that but $500. There was some property. It was a business case. 

Senator Carrot. Getting down to this 85 percent, the wage earner, 
the white collar worker, the salaried employee, what is the practice? 
How much fee is counsel for that type of a bankrupt allowed? 

Mr. Knirrin. From $100 to $250. Or, where they have been able 
to collect the fee from the potential bankrupt before billing, from $100 
to $250. 

Senator Carrott. Can a bankrupt file a petition for a discharge 
without having counsel ? 

Mr. Kwnirrin. Yes, sir. I beg your pardon, I spoke—it is not 
necessary for the bankrupt to file a petition for discharge any more. 
That provision was dispensed with in the Chandler Act. It comes 
up automatically, Senator. 

Senator Carrotu. Well, in the preparation of the papers, is it neces- 
sary for the bankrupt to have counsel prepare his papers ? 

Mr. Knirrrn. Oh, if the bankrupt should happen to be a school- 
teacher or someone with auditing experience, they might prepare 
schedules and execute in detail all the detailed information required 
by a statement of affairs, but I would recommend against that. One 
slip, and they omit a creditor or fail to show that the indebtedness 
claims were in dispute, unliquidated as to amount, why a layman would 
not understand that, and the result would be that that claim would 
never be extinguished even though it had a discharge because the claim 
in the first place must be provable before it can be allowable, and 
must be liquidated before it is provable. Hence, unliquidated claims, 
where there is a dispute, are never discharged in the proceeding in 
which the creditor is named. 

Senator Carroun. For example, we have had some testimony in the 
record where counsel for the bankrupt, in a certain city, 2 or 3 firms, 

32156—58——15 








222 BANKRUPTCY 


do most of the business, the bankrupt business. The testimony was 
that the average fee was around $200 to, I think, $250 a person. The 
charge was made by the one witness that there was sort of a racket 
going on in the sense that they were out soliciting business for a number 
of bankrupts to come to then. Now that counsel fee is not discharge- 
able in bankruptcy, I take it? 

Mr. Knirrtn. The counsel fee—well, I would think that it would 
be dischargeable in bankruptcy. 

Senator Carrot. If listed ? 

Mr. Knirrin. If listed. 

Senator Carrot. Well, now, how does that arrive before a referee 
in bankruptcy? Now we are talking of the wage earner. How is the 
fee determined? Is there a hearing on it, or does the referee—— 

Mr. Knirrin. You mean the fee that counsel for the bankrupt col- 
lects, or 

Senator Carrotu. Yes. 

Mr. Knirrin. Or bills the bankrupt for it ? 

Senator Carron. Yes. 

Mr. Kwnirrin. That never comes before the referee unless it has 
been inordinately high, and the question is raised by the bankrupt. 

Senator Carrotu. My point is this: A is a bankrupt, and he is a 
wage earner. 

Mr. Knirrin. Yes, sir. 

Senator Carrott. He comes to a lawyer and says, “I need help, I 
want to file a bankruptcy proceeding and I need some help.” 

The lawyer takes his case and prepares the papers, and makes a 
filing. And the lawyer, therefore, sets a fee, we will say, of $200. He 
— collect that after he is discharged, can collect it anytime, as a matter 
of fact £ 

Mr. Knirrin. Well, the lawyers will take a portion of it in cash, 
what the man has. He has to have $45 or file a poverty affidavit. If 
there is $150 fee, he takes $50 and takes a promissory note for the $100. 
And my view, Senator, is that subsequently he may have considerable 
difficulty enforcing the collection of the $100 promissory note. In 
other words, he was paid by it. 

Senator Carroti. Well, in any event, after he is paid this fee of 
$200, then he may have to pay an additional counsel oe in all proba- 
bility, if it is taken into the State court as a separate suit? 

ae Knirri. You are quite right, Senator, that would be a pos- 
sibility. 

Senator Carrot. Now you have used the term “injustice,” and you 
also used the figures “15 to 20 percent.” Is the injustice in this narrow 
group of cases, where there is fraud involved, that they can use 
coercion, embarrassment, and maybe a little legal blackmail, to get 
them to pay the bill, or take them into court? Is that what you mean 
by injustice ? 

Mr. Kwytrriy. Oh, yes, threats, criminal prosecution. That is 
common. 

Senator Carroti. Do you think we could eliminate that by the pro- 
visions of H. R. 106? 

Mr. Knirrix. Oh, that would entirely eliminate it because if the 
bankrupt is not entitled legally to a discharge, I have confidence in 
the referees over the country dealing with those situations as they 
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should be dealt with by denying the discharge. I have denied quite a 
number of discharges. 

Senator Carroti. Now the thought occurs to me, and I am just sort 
of speaking off the cuff, without thinking it out, can we in some way 
limit the jurisdiction? For example, can we limit the conferred 
jurieciation on the referee to a certain category of cases, the 85 percent 
cases ¢ 

Mr. Knirrin. I would say “No.” I think the effect has been limited 
here where any creditor, or any number, or all of them, can go out 
and sue him afterward. I think, as a matter of fact, and, of course, 
my thought is—probably it was a thought in a moment of my thinking 
for an ieee unless this act was completed so that it is a court, 
correctly understood, my thought, my thinking, has been, based upon 
the theory of the intention of Congress, the central concept, this whole 
system of law, is to give the man a chance, or the corporation or the 
partnership an opportunity, to surrender the property and start over 
with a clean bill or discharge. Unless that is done, it would seem to 
me, if the State courts are to act upon the very central concept of the 
matter, why the act might be repealed, and let the State courts have 
their insolvency laws. I think the courts then would see the bank- 
rupts and would know their condition, know what brings them before 
them, and be better equipped to deal with them. 

Senator Carrott. Mr. Kniffin, what I had in mind was really the 
legal question, not a policy question. 

{r. Knrrrin. I beg your pardon. 

Senator Carroiu. As a matter of law, whether it is constitutional or 
not. We are talking now about the family life of America, the wage 
earner, the white calles worker, the salary income group. 

Mr. Knirrin. Yes, sir. 

Senator Carrotu. Could we confer jurisdiction on the referee to 
give them a complete discharge without going into the corporate field 
and the wantnendiiia field ? 

Mr. Knirrin. I think that could be done. 

Senator Carrotu. Does it arise under different chapters of the 
Bankruptcy Act? 

Mr. Knirrin. That could be done. 

Senator Carroti. Because 85 percent of your business is mostly 
where the so-called embarrassment comes—this 85 percent group. 
These are the uninformed people, these are the people who are Coal 
squeezing themselves to pay a $100 or $200 attorney fee. These are 
the people who do not understand when a summons is served upon 
them, and they might let the judgment go by default. They are not 
businessmen, not corporations, not partnerships, because usually they 
have pretty competent counsel. It is the uninformed people generally 
that this might apply to. 

Now my question is, and Mr. Covey, or anyone else here who is a 
lawyer, may be willing to put in the record: After 60 years, we are 
trying to give the referee a little bit more jurisdiction, and would it 
be a step forward at least—and I am speaking, you see, from the mid- 
dle ground here—whether we can give him a little jurisdiction in this 
category of cases that comprise the 85 percent ? 

Mr. Knirrin. Now, Senator, I think I follow you. I did not get the 
full purport of your question originally—unless it would come within 
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the classification of class legislation. I would not want to—that is a 
legal question, it is quite a legal question—— 

Senator Carrot... That is what I had in mind. 

Mr. Knirrin. It is not a minor one. 

Senator Carrotu. Do you have any observation to make on that, 
Mr. Covey ? 

Mr. Covey. My thinking is that it is this 85 percent that you speak 
of that constitutes practically all of the problem. 

Senator Carrot. Off the record. 

Discussion off the record.) 
enator Carroti. Back on the record. 

Mr. Covey and Mr. Kniffin, I would appreciate it if you would give 
this idea some consideration. You do not have tocomment now. You 
can think about it later. 

Mr. Covey, do you have any observation to make on it, or do you care 
to make any observation about the suggestion I have made? 

Mr. Covey. Well, I do not know as I have at this time. I do not feel 
that I can fully visualize the thing without some more thought as to a 
compromise, as to this suggestion that you have. I feel that that con- 
stitutes almost 100 percent of the problem. 

Senator Carroti. Well, then, if it constitutes 100 percent of the 

roblem, why do we get into a field that may be so controversial as a 
egislative matter? Because if we are dealing, perhaps I ought to say, 
in the 85 percent of the cases, what would be your judgment, either 
Mr. Covey or Mr. Kniffen, of the amount of money involved ? 

Mr. Covey. I can give you some figures on that. I could give them 
to you from memory, but I looked them up not too long ago. 

Senator Carrot. In each individual case. 

Mr. Covey. That varies greatly. 

Mr. Knirrin. Just an average. 

Senator Carro.i. An average. 

Mr. Covey. Let me give you this figure for what it is worth. I took 
what we referred to as the no-asset and the nominal-asset cases. They 
are cases in which there is no distribution to creditors, and that is true 
of the great majority of this 85 percent. In other words, the overlap. 

Now in the aggregate, in 1957, those nominal-assets and no-asset cases 
had liabilities on which nothing was paid of $326 million—as I remem- 
ber the figure. The other cases are closed, and these are figures on 
closed cases, the other cases closed in straight bankruptcy in the asset 
cases, after distribution, had a total loss of $160 million, just about 2 
to 1, in the aggregate. 

Senator Carrot. Can you translate that into an average of individ- 
ual cases, coming down to the family life of America, the wage earner, 

the salaried seuchine ? 

For example, Mr. Kniffin, while Mr. Covey is looking into his file, of 
the 15 or 20 percent of cases to which you have referred that have 
probably gone into the State court, what would you say the average 
amount of money involved in the cases is, the average ? 

Mr. Kntrrrx. You mean all of the indebtedness or all of the assets? 
_ Senator Carroxu. I mean the type of case the man would be taking 
into court. 

Mr. Knrrrry. All right. 
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Senator Carroit. He would be discharged on most, but perhaps 
there might be a fraud case, or whatever the exception is, and it would 
be taken into the State court. What would be involved ? 

Mr. Knirri1n. If it was indebtedness, on the average, Senator—and 
I am only giving you the best I can think while before you 

Senator Carrotu. That is right. 

Mr. Knirrrn. $1,500. That is my best guess, Senator, without go- 
ing back through a lot of files. On the average, 25 percent hospital 
and surgical bills. 

Senator Carro.u. Twenty-five percent hospital and surgical. 

Mr. Knirrin. That may be a little high. Let me revise that by 
saying around 20. 

Senator Carroiy. Well, let’s explore that for the record a little bit. 
Why would a hospital and surgical bill be brought into a State court ? 
Is there some fraud involved there? What would be the basis of that ? 

Mr. Kwirrin. Well, no fraud involved. It is just indebtedness. 
And you take a room in a hospital, and $30 is the cheapest room in a 
hospital, a single room—— 

Senator Carrotu. My point is, if I understand this problem, it is 
dischargeable in bankruptcy, isn’t it? 

Mr. Kwnirrin. Yes. Except under section 17. Under section 17, 
where they claim they leastclensls contracted, because of the mis- 
representation as to the property they had and that sort of thing. 
The hospitals have no organization, as such, to attempt to enforce col- 
lection, but the doctors do. And there are quite a number of suits 
brought on behalf of doctors. 

Of course, on the other hand, Senator, I am not against doctors be- 
cause they lose a lot of money, too. 

Senator Carroui. Yes. 

Mr. Knirrtn. They lose a lot of money. 

Senator Carrot. Can you tell me more about the practice? I think 
this is very interesting for the record. Let’s just continue with the 
doctors. Do the doctors require the patient to sign some statement! 

Mr. Kwir FIN. Well, if he is able to. If it is an emergency, if he is 
run into, and is taken by ambulance, they do not take that time, as I 
understand it, and render whatever services are necessary to save the 
person, or the lives of the family, if it has been a family automobile 
wreck. And of course, that calls for the use of a lot of oxygen, and 
that costs about $18 a tank and $25 in the hospitals, and medication, 
and then the working time of the surgeons. 

Senator Carroiu. Well, is the State suit predicated upon, normally, 
a written instrument ? 

Mr. Knirrin. No. You mean a statement in writing in reference? 

Senator Carro.u. A statement in writing, yes. 

Mr. Knirrrn. Well, I can only answer your question from my own 
experience. Mrs. Kniffin had to go to a hospital one evening very late 
for the purposes of an operation, and I was interested in the form 
that was to be filled out, which was geared to the ability to pay. 

Senator Carrort. Well that is what I have in mind. "There is such 
a form that is signed ? 

Mr. Knirrin. Yes, sir. 

Senator Carroty. And the removal to the State courts, the suits in 
the State courts, are based upon that form ? 
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Mr. Knirrin. Well, it isa statement in writing. 

Mr. Rosensercer. Would not this go, incidentally, to the surgeon 
and doctor’s bills? The hospital charge, as such, would not be geared 
to your ability to pay ? 

Mr. Knirrtn. Only the hospital—it is the form that is used by the 
hospital. The physician or surgeon, he has no part in the execution 
of that form. ‘They will ask members of a family, if you have some- 
one, in an emergency situation. The nurse will sit down, or someone 
in the office, oad have the questions answered, a sort of questionnaire 
statement. 

Mr. Rosensercer. Can you think of a situation of filling out of this 
where the inability to sue in a State court would work any real hard- 
ship on a creditor ¢ 

Mr. Knirrin. Notany. Ihave thought of that. 

I think, as a matter of fact, that their problems, questions, would be 
dealt with much more expeditiously, and it would save them a lot of 
time in some instances. I have quite a definite view on that point 
that you raise—a significant point. 

Senator Carrotu. Except as has been pointed out here by some Sena- 
tors, there is no need in mentioning the names, this places the decision 
in the hands of the referee, which is not reviewable de novo, and no 
jury trial—you see, we come back again to the central issue, where no 
jury trial can be given. 

Mr. Knirrin. Except on the question, as Mr. Covey indicated, of 
insolvency and involuntary case, of course. The filing of an answer 
by the corporation, or individual, or partnership, and upon hearing a 
showing of solvency, is fatal to the involuntary petition and it has to 
be dismissed. 

Now to go to the rest of the question—restate your question, please ? 

Senator Carrotu. Really what I had in mind, I wanted to clear the 
record up on: Let us assume that a bankrupt in his petition, if I use 
the proper terminology, and it is not important, let us assume he 
owes a doctor $750. He includes that in his petition, and the adjudi- 
cation is made. That does not preclude the barter, under existing 
law, from moving into the State court to say that this merely brings 
it under the fraud section ¢ 

Mr. Knirrin. Right. 

Senator Carroti. Now what I have been trying to do is to get some 
thinking along the line where if you could limit it somewhere, the 
amount involved in the suit, by limitation of the amount of money, to 
see if we cannot narrow down somewhere to this 85 percent. And 
Mr. Covey says this will solve 100 percent of our problems. If we 
can have a limitation, if we can show these are simple transactions, 
not the involved transactions of a corporate activity, or partnership, 
or business transactions. 

Mr. Knirrin. They are simple. 

Senator Carrot. They are very simple transactions, are they not ? 

Mr. Knirrin. You are quite right. 

Senator Carrow. This is my point. And it is these simple trans- 
actions, where there is the coercion and the harassment, and actually 
the building up of lawyer’s fees on the wage earners, the salaried 
workmen. Iamsure you willexplore that later on. 

Any further observations you want to make at this time, Mr. Kniffin ? 
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Mr. Kwnirrr. I think not. If you have any further questions—— 

Senator Carrot. If you will bear with us a little bit, we will move 
onto Mr. Drabkin, who I understand is here. 

Off the record. 

(Discussion off the record.) 

Senator Carrot. Back on the record. 


Mr. Drabkin, will you identify yourself and give your title? 
Mr. Drabxin. Yes. 


STATEMENT OF MURRAY DRABKIN, COUNSEL TO THE COMMITTEE 
ON THE JUDICIARY, HOUSE OF REPRESENTATIVES, APPEARING 


OW BEHALF OF CONGRESSMAN EMANUEL CELLER, 11TH DISTRICT 
OF NEW YORK 


Mr. Drasxin. Mr. Chairman, my name is Murray Drabkin, I am 
counsel to the Committee on the Judiciary in the House of Repre- 
sentatives. I appear here this morning, however, as a repr esentative 
of Congressman Celler, who is the author of H. R. 106, and who is 
chairman of the committee. C ongressman Celler has asked me to 
convey his regr + for not being able to attend because of the sched- 
uling of H. R. 3 at the Rules Committee this morning, a matter in 
which he feels a very strong interest. 

I have a prepared statement which is very brief, and which ex- 
presses, Mr. Celler’s viewpoint on this matter, and with your indul- 
gence I would like to read that into the record, and then I am pre- 
pared to answer any particular questions which you may have since 
I have discussed the matter thor ‘oughly with Mr. Celler and I think 
I understand what his point of view ison it. I think that the written 
statement does go to many of the issues which you raised here this 
morning. 

Senator Carrouu. Off the record. 

( Discussion off the record.) 

Senator Carroiy. Back on the record. 

Now, Mr. Drabkin, we understand the reason that Congressman 
Celler cannot be with us, and we are happy to have you here to pre- 
sent your statement. Will you continue, lene’ 

Mr. Drapkin. The underlying philosophy of the Bankruptcy Act 
is first of all, the fair, speedy, and effective rehabilitation of those 
whose liabilities have outstripped their assets, and secondly, the 
equitable distribution of those assets among creditors. That policy 
is being frustrated in a large number of personal bankruptcy situa- 
tions by the inability, under present law, of the bankruptcy courts to 
award a meaningful discharge. Bankruptcy courts are limited to 
determining the right to a discharge and not its effect. Whether a 
given provable debt is in fact nondischargeable under the provisions 
of section 17 (a) of the Bankruptcy Act is open to future litigation 
in other courts at the option of the creditor. The result is that fre- 
quently the bankrupt, unaware that he must raise his discharge as an 
affirmative defense, fails to appear and becomes subject to default 
judgment. Even where he is aware of his legal responsibilities, the 
bankrupt is not in a financial condition to enter into new litigation 
nor would it appear that a bankruptcy law consistent with its under- 
lying purposes should require him to do so. 
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I will not take the time of the committee to go into the provisions 
of H. R. 106. I am sure that the House report and Mr. Covey’s 
statement have adequately detailed those. 

I should like to address my remarks, however, to an issue which 
I understand was raised at an earlier hearing of this bill, and one 
which seems to be very much in evidence this morning, and that is, 
whether there is really a need for this kind of legislation. 

This bill was not drawn as an academic exercise. It was drawn 
in response to actual complaints of abuses resulting from inadequacies 
in the present bankruptcy law. The late Senator Kilgore was one of 
the recipients of such complaints and he was as appalled as I was 
to learn that a discharge in bankruptcy gave about the same sort of 
immunity against unscrupulous creditors as an aspirin might give 
you against cholera. 

In the House, Congressman Denton, in response to a matter brought 
to his attention, introduced a bill dealing with this problem in a 
slightly different manner. 

Since H. R. 106 was introduced by me, other Members of Congress 
and I have received letters from various parts of this country, both 
from bench and bar, praising the purpose of this bill. Let me quote 
briefly from a few of those letters. 

The Honorable John Paul, judge of the United States District 
Court for the Western District of Virginia, wrote to me on February 
1, 1957: 

I have been a long time on the bench and have handled a great many bank- 
ruptcy matters and there have come to my attention many injustices arising 
out of the present practice of having the bankruptcy court grant a general 
discharge and then allowing minor State courts to determine whether or 
not certain debts were discharged thereunder. I repeat my earnest hope that 
this legislation may pass, for I think it will cure one of the greatest faults in 
the present bankruptcy law. 

There are several others, Mr. Chairman, which are alluded to in 
this statement but I will not take your time with them. I understand 
Mr. Covey has already introduced others which he has received. This 
is but a sampling of the interest and commendation generated by 
H. R. 106. 

One final word. Every Member of Congress has been impressed 
and sometimes even appalled by the multitude of interests represented 
by organized lobbying groups. Their diligence in protecting and fur- 
thering those they represent is at least equally impressive. However, 
I think that we have all come to recognize that there are very desir- 
able legislative proposals which do not have the benefit of such vocal 
champions. 

I speak this morning on behalf of one such necessary and significant 
reform of our Bankruptcy Act. The people with whom it is con- 
cerned are unfortunates who have had to resort to bankruptcy to 
get a new lease on their economic lives. In the Bankruptcy Act we 
recognize the importance and the need for allowing such rehabilita- 
tion, but under present law our bankruptcy courts have been able to 
do only part of the job. When I first learned that bankruptcy courts 
could adjudicate only the right to a discharge and not its effect, I 
thought that I was certainly being misinformed. Yet this is the 
unhappy truth. It is as if a court had jurisdiction only to determine 
which party had broken a contract, but then could do nothing about 
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awarding damages or enforcing its judgment. H. R. 106 would rem- 
edy a similarly incongruous and even ludicrous situation in bank- 
ruptcy laws. 

Thank you very much for the opportunity of having Mr. Drabkin 
appear in my behalf this morning. 

This is Mr. Celler’s statement on the matter. 

I think there were a couple of points raised in the brief time I have 
been here which I would like to address myself to. 

There is some question as to whether or not the scope of this bill is 
too broad and would benefit people who really are not as naive as 
they may be credited with being. It seems that this really would not 
be of any relevance to the corporation. The corporation which goes 
into bankruptcy just generally goes out of existence. There is no 
need for it to go into bankruptcy and then continue on with this cor- 
porate name. It just goes out of business and relinquishes its cor- 
porate name. I think that isthe general practice. 

So the people who are involved in this thing and who are harassed 
in the State courts are the small fellows, the fellows who have $1,500 
in outstanding accounts, as Mr. Kniffin mentioned. This is so large a 
preponderance of those affected that I think the small number of 
others who may come into it are not enough really to be terribly con- 
cerned with to the extent of trying to keep them out of it, or frame a 
special exception. 

The other issue which was raised, and one which has been raised in 
various legal periodicals, was the jury trials, whether or not we are 
taking away a right to a jury trial. I suppose it has already been 
stressed this morning that this is an eduitable proceeding, and it is 
one which is traditionally of that sort. 

I would only like to add to this, of course, it is not inevitable for the 
bankrupt to come into the bankruptcy court. He can stay in the 
State court, and he can get it litigated there. If he comes into a bank- 
ruptcy court, and if the creditor is worried about having no jury trial 
in this particular type of situation, it is no different from a great 
many other issues which, if tried in another court, would have gotten 
a jury tral. There is no constitutional problem there. 

If, for example, the debt is on a contract, and there is some pleading 
in the bankruptcy court this really is not a debt, there is no contract in 
fact, these are the things, matters of fact, which normally take a jury 
trial if it is demanded, above a certain amount. And yet, those are 
things which the bankruptcy courts adjudicate day after day without 
jury trials, and there has never been any decision of any court which 
has held any unconstitutional implication to that. 

1 hope I have confined myself within the limits which you require, 
Senator. 

Senator Carro.u. | did not want to require any limits. I know you 
have many things to do as counsel for that important House com- 
mittee. Il want to say to you that you made a very fine presentation, 
but I am not sure it will satisfy the Senators who are interested in 
this jury trial issue. 

This issue has been raised. And here we have been operating under 
this law for 60 years, we have had access to the State courts. Now you 
want to limit by this legislation, no matter how few people are affected, 
whether they are partnerships or business groups, business associa- 
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tions. Most of the big cases arising in the State are contested cases 
which have substantial sums of money involved. I think I am right 
on this. There is not much real actual litigation in this small group 
of people. I think that perhaps it may be—I am not sure that I am 
right on this at all—but this idea, well, it is a partnership, or where 
there is considerable money involved, that they can have access to 
State courts, I think, ought to be given some thought. When we con- 
sider the $1,500 average, I think the Congress might be inclined to 
say that a referee in bankruptcy, after they understand the operation 
of the act, they understand the operation of equity practice, that there 
is a possibility there might be a compromise, if it is constitutional. 

This is the question I ask: Is it constitutional, whether or not we 
can limit the pooner of the Federal referee to a certain category 
of cases, or place a limitation on the amount of money involved for 
final discharge. That is something to be thought of quite seriously 
if we want to get legislation. 

Off the record. 

( Discussion off the record.) 

Senator Carroiu. Back on the record. 

So I would appreciate it, if you will confer with Congressman Celler 
who is chairman of the House Committee on the Judiciary, and also 
an old friend of mine, and a public servant for whom I have a high 
regard, and I would like to have you convey to him this concept to see 
if his staff cannot work out something, and then if you will confer 
with us over here, we would like to know about it. I think it is very 
important—if you want some legislation. 

I suppose I should not say, “if you want this legislation” but, if this 
legislation is to move with some expedition in this session of Congress. 
- I — like to now hear from Mr. Schwartz, an attorney from 

rooklyn. 


Mr. Schwartz, will you give your name and your title? 


STATEMENT OF MAX SCHWARTZ, ATTORNEY, CHAIRMAN OF THE 
COMMITTEE ON BANKRUPTCY OF THE FEDERAL BAR ASSOCIA- 
TION OF NEW YORK, NEW JERSEY, AND CONNECTICUT 


Mr. Scuwartz. My name is Max Schwartz. Iam an attorney with 
offices at 26 Court Street, Brooklyn, N. Y. I have been a member of 
the bar of the State of New York since 1926, and a member of the 
Federal bar, that is, in the eastern district of New York, the southern 
district of New York, the United States Court of Appeals for the 
Second Circuit, and the United States Supreme Court. 

I have specialized in the field of bankruptcy since 1926. 

I am vice chairman of the committee on bankruptcy of the Federal 
Bar Association, chairman of the committee on bankruptcy of the 
Brooklyn Bar Association, a member of the National Bankruptcy Con- 
ference, and a member of the committee on bankruptcy of the Ameri- 
can Bar Association. 

I have lectured on bankruptcy and have written numerous articles 
on the subject. 

I am here on behalf of the Federal Bar Association of New York, 
New Jersey, and Connecticut and the Brooklyn Bar Association in 
support of H. R. 106. 
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I will not repeat what has been said before because they have covered 
the subject. 


I have a written statement to submit to you, Senator, but I will en- 
deavor to answer some of the questions that have been raised. 


Senator Carrot. Do you have a written statement, Mr. Schwartz? 
Mr. Scuwarrz. That is right. 


Senator Carroiu. We will include that statement in the record. 
(The document referred to is as follows :) 


STATEMENT OF MAx SCHWARTZ 


My name is Max Schwartz. I am an attorney with offices at 26 Court Street, 
Brooklyn, N. Y. I have been a member of the bar of the State of New York 
since 1926 and have been admitted to practice in the United States District 
Courts for the Eastern District of New York and the Southern District of New 
York, the United States Court of Appeals for the Second Circuit, and the United 
States Supreme Court. 

I have specialized in the field of bankruptcy and reorganization since 1926. 

I am vice chairman of the committee on bankruptcy of the Federal Bar Asso- 
ciation of New York, New Jersey, and Connecticut; chairman of the committee 
on bankruptcy of the Brooklyn Bar Association; a member of the National 
Bankruptcy Conference; and a member of the committee on bankruptcy of the 
American Bar Association. 

I have written articles on bankruptcy which have been published in law 
reviews, the Journal of the National Association of Referees in Bankruptcy, 
New York Law Journal, the Commercial Law League Journal, and other 
publications. 

This statement is submitted on behalf of the Federal Bar Association of New 
York, New Jersey, and Connecticut and the Brooklyn Bar Association. 

I address myself to H. R. 106, which would amend— 

(a) Section 2 of the Bankruptcy Act by granting the court jurisdiction to 
determine the dischargeability or nondischargeability of all provable debts. 

(0) Section 11, so as to grant a stay of proceedings in any other court against 
the bankrupt, pending the granting of a discharge or until the question of the 
discharge and the dischargeability of debts are determined. 

(c) Section 14, so as to eliminate the issuance of a false financial statement, 
as a bar toa discharge. 

(d) Section 17, so as to enlarge the scope of nondischargeable debts and 
obligations. 

The proposed bill, insofar as it would amend sections 2, 11, and 17, is approved 
in all respects by both the Federal Bar Association and the Brooklyn Bar 
Association. Likewise, I can state that it was approved by the adoption of 
resolutions similar to those approved by the Federal and Brooklyn Bar Associa- 
tions, by the Nassau County Bar Association. The bill has also been approved 
by the National Conference of Referees in Bankruptcy, at their conference in 
Indiana in October of 1957, and by the National Bankruptcy Conference at its 
meeting in October-November 1957, except for the proposed amendments to 
section 14. 

It was the recommendation of all associations that the bill, H. R. 106, be 
approved and the associations adopted resolutions authorizing the transmission 
of reports to the respective Committees on the Judiciary of both the House and 
the Senate. 

The basis for the recommendations of the associations and the resolutions is 
well-nigh unanimous in that the bill will effect many desirable changes. Over 
the years there has been a vast amount of litigation, in the main unnecessary, 
resulting from the rule that the bankruptcy court will not determine the effect 
of a discharge or the dischargeability of a debt. In the second circuit and, in 
effect in practically every other circuit with some minor exceptions, the bank- 
ruptey court will not attempt to pass upon the dischargeability of a debt even 
though claimed to have been incurred as a result of a willful and deliberate 
injury to the person or property, or by reason of fraud, but will issue a stay 
enjoining and restraining the claimant from proceeding against the bankrupt 
until the question of the issuance of a discharge to the bankrupt is determined 
and after the granting of the discharge relegate the parties to the State court 
to determine the effect of the discharge and the dischargeability of the debt. 
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There is no sound reason why the bankruptcy court and the referee most 
familiar with the operation, purpose and effect of the provisions of the Bank- 
ruptcy Act should not be the court to determine the dischargeability of an 
obligation asserted against a bankrupt. 

Up to the present, in practically every jurisdiction, the question of the 
dischargeability of a claim has been relegated to the State courts, resulting in 
multiplicity of suits with undue hardship on the bankrupts most of whom are 
without any resources to defend any litigation and who are either ignorant or 
unaware of the necessity of defending the litigation that ensues after the 
granting of a discharge with respect to the effect of the discharge and the 
dischargeability of the debts of the bankrupt. The proposed amendment will 
have the desired effect of having one court pass upon the right to the discharge, 
the effect of the discharge, and the dischargeability of the debts of the bankrupt, 
without imposing the hardship of the burden on an indigent bankrupt to retain 
counsel to defend another suit in State court proceedings. 

The amendment would have the much sought for effect of eliminating delay, 
the incurring of unnecessary litigation and expenses by vesting in the court 
best suited by experience and background to pass upon the effect of the dis- 
charge and the dischargeability of a debt. 

The proposed amendment to section 14 eliminates the issuance of a false 
financial statement as a bar to a bankrupt’s discharge. The National Bankruptcy 
Conference recommended that these provisions be amended so that the issuance 
of a false financial statement by one engaged in business, either individually, 
or as a member of a partnership, or as an executive of a corporation, shall be 
a ground of objection to a bankrupt’s discharge. This same objection and 
proposed modification was approved by the Federal Bar Association and is 
likewise recommended by the Brooklyn Bar Association. 

With respect to the elimination of a false financial statement as a bar toa 
discharge, the proposed change is desirable insofar as it applies to one not 
engaged in business. The recipient of a false financial statement is amply 
protected by the provisions of section 17 which provide that an obligation 
incurred by reason of a false financial statement or false representations is 
nondischargeable. There is no reason why creditors who were never aware of 
the issuance or existence of a financial statement should receive a windfall 
right, or be granted rights they would not be entitled to under State law. 

Experience has shown that in many instances the recipient of the statement 
from those not engaged in business have encouraged the issuance of a statement 
omitting obligations which would otherwise deter the granting of a loan, with 
the deliberate intention of being enabled to use such a statement in the event of 
future financial difficulties on the part of the borrower, in order to enforce 
collection of their claims in full. This can be accomplished by not opposing 
the bankrupt’s discharge, so that the holder of the false financial statement is 
the only creditor with an enforcible claim against the bankrupt after he has 
obtained a discharge. 

While the proposed amendment is desirable and recommended with respect to 
statements issued by those not engaged in business, a different situation pre- 
sents itself with respect to false financial statements issued by those engaged in 
business where the statements may be issued to banks, credit agencies, or trade 
organizations. The history of the Bankruptcy Act indicates that the original 
purpose of this section was to bar the discharge of those engaged in business 
and those who issue financial statements while engaged in business. This was 
thereafter extended to cover statements issued by those not engaged in 
business. 

The same experience indicates that business and banking interests lend no 
encouragement to a businessman with respect to the issuance of a financial 
statement other than to insist upon a completely honest and true statement as 
to the affairs of the business. By reason of this factor there is a distinction to 
be drawn and there is substance and weight to the objection to the elimination 
of the issuance of a false financial statement by one engaged in business, either 
individually, as a member of a partnership, or as an executive of a corporation, 
in which event such an act should be a bar to a discharge. 

With this modification, all of the associations are unanimous in their approval 
of H. R. 106. On behalf of the associations I, therefore, recommend and urge 
that H. R. 106 be approved. 
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Mr. Scuwartz. I also have a copy of the report of the Brooklyn 
Bar Association committee on the bill which I would like to also hand 
up to you. 

Senator Carrott. We shall put that in the record. 

Mr. Scuwartz. There are several copies. 

Senator Carrot. All right, thank you. 

(The document referred to is as follows :) 


The bankruptcy committee of the Brooklyn Bar Association has considered 
and reported on a number of bills introduced at the present session of Con- 
gress, which materially affect the Bankruptcy Act. I will endeavor to sum- 
marize the report and point out some of the highlights of the proposed legis- 


H. R. 106 

This bill amends— 

(a) Section 2 of the Bankruptcy Act by granting the court jurisdiction to 
determine the dischargeability or nondischargeability of all provable debts. 

(b) Section 11, so as to grant a stay of proceedings in any other court against 
the bankrupt, pending the granting of a discharge or until the question of the 
discharge and the dischargeability of debts are determined. 

(c) Section 14, so as to eliminate the issuance of a false financial statement, 
as a bar toa discharge. 

(d) Section 17, so as to enlarge the scope of nondischargeable debts and 
obligations. 

Insofar as the bill amends sections 2, 11, and 17, the bill has met with 
universal approval, including that of the Federal Judicial Conference, National 
Association of Referees, and the National Bankruptcy Conference. The 
amendments are particularly desirable in view of the fact that it will eliminate 
circuity of action and vest in the bankruptcy court, in effect, exclusive jurisdic- 
tion to determine the dischargeability of a debt in the event of a discharge. 

At the present time the bankruptcy court does not pass upon the discharge- 
ability of a debt nor the effect of a discharge and when any such question arises, 
a stay is granted pending the determination of the discharge and then the 
parties are relegated to the State court for the determination of such issues. 

In view of the exclusive jurisdiction of the bankruptcy court in other phases 
of the bankruptcy proceeding and by reason of the specialized experience it is 
felt that the bankruptcy court is best suited to determine the effect of a dis- 
charge and the dischargeability of a debt and for these reasons the bill is recom- 
mended and approved. 

With respect to section 14, providing for the elimination of the false financial 
statement as a ground for a bar to bankrupt’s discharge, while there is merit to 
the proposed amendment on the ground that it conveys a windfall right on many 
creditors who never were aware of such a statement, never relief on it, and 
whose debts may have been created prior to the issuance of the statement, 
nevertheless the policy of the court has been to grant a discharge only to an 
honest bankrupt. The National Bankruptcy Conference has recommended that 
this phase of the bill be amended so as to retain the issuance of a false financial 
statement as a bar to a discharge, limited, however, to the issuance of a state- 
ment by one engaged in business, either individually, as a member of a partner- 
ship or as an officer of a corporation. 

This proposal is being introduced at the present session. The committee 
recommends the approval of the amendment suggested by the National Bank- 
ruptcy Conference and disapproves of the elimination in its entirety of the is- 
suance of a false financial statement as a ground to bar a bankrupt’s discharge. 


H. R. 6704 AND 8, 3245 


These bills are identical and seek to increase the priority status of wage claims 
to $1,500 from the present $600 priority. It would also enlarge the status of 
wage claims so as to include independent contractors. 

The history of this section indicates that its purpose was to take care of and 
protect employees dependent upon their weekly salaries. Any employee who is in 
a position to permit the accumulation of $1,500 in unpaid salaries within 8 months 
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can hardly be said to be dependent upon his weekly salary for maintenance. The 
amendments would be unfair to general creditors, most of whom furnish merchan- 
dise to the bankrupt within the period immediately prior to the filing of the peti- 
tion, and in many instances the merchandise so furnished constitute the major 
portion of the free assets of the bankrupt. 

Insofar as the independent contractor is concerned, he is neither a wage claim- 
ant nor is his position, in an economic sense, any different from that of mer- 
chandise creditors. 

For these reasons your committee recommends the disapproval of these bills. 


H. BR. 8805 


This bill would grant priority to any fund or plan established for the purpose 
of providing employee benefits payable by an employer to a union. 

This bill does not provide any restriction with respect to the time within which 
the claim must accrue nor is there any limitation of amount of the priority 
granted to the fund. The bill goes far beyond the provision for priority to wage 
claimants who are presently limited to $600 accruing within 3 months prior to 
the filing of the petition. 

In the absence of any limitation as to time or amount with respect to the 
priority proposed it is obvious that this bill would most seriously affect the rights 
of general creditors. 

For the foregoing reasons, the committee recommends disapproval of the bill. 

Several other bills would affect many procedural changes in the act, such as 
H. R. 13, to permit of the filing of an arrangement proceeding unaccompanied by a 
plan, which can be developed in the course of the proceeding; H. R. 6787, to 
amend section 57j so as to provide that penalty claims, whether or not secured by 
a lien, should not be allowable; and H. R. 5195, so as to define a statutory lien, 
as distinguished from a contractual lien, and also to eliminate claims for penal- 
ties secured by a lien and also eliminate the faction of relation back under 
section 70c; H. R. 2171 which would reduce priority of tax claims to within 
1 year before bankruptcy and provide for the dischargeability of tax claims 
incurred more than 1 year prior to bankruptcy; all of which bills are recom- 
mended and approved by the committee; and H. R. 10599, which would amend 
the provisions of the Criminal Code with respect to crime under the Bankruptcy 
Act, so as to create a presumption in favor of the Government, where any money 
or property is unaccounted for that is presumed to be in the possession of the 
bankrupt or the bankrupt’s officers, which bill is contrary to the rule in a turnover 
proceeding and is disapproved by the committee. 

It is respectfully submitted that this report be approved and copies of the 
report be transmitted to the secretaries of the Judiciary Committee of the House 
of Representatives and the Senate of the United States. 

Max ScHWARTz, Chairman. 


Mr. Scuwartz. You have raised the question of jury trial and juris- 
diction this morning. May I observe that in the administration of an 
estate, the bankruptcy court has jurisdiction to determine the nature 
of claims presented. That would take into consideration damage 
claims, even in a tort suit ora fraud suit. So long as that litigation is 
pending at the time of the filing of the petition of bankruptcy, it 
would be automatically transferred out of the State court into the 
bankruptcy court, which would have exclusive jurisdiction to deter- 
mine 

Senator Carroti. Automatically on what basis? 

Mr. Scuwarrz. Well if you will take an asset case—now I am going 
to go a little bit afield for a moment—if you will take an asset case, for 
a creditor to participate in any dividend distribution he must file his 
claim. If he had a claim pending in a State court for damages for 
breach of contract or for fraud, or for tort, for personal injuries, if he 
expects to participate in any dividend distribution, he must prove his 
claim in the bankruptcy court. The bankruptcy court has exclusive 
jurisdiction to determine the validity, the amount and the extent of 
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that claim, and that without the benefit on the part of the creditor of a 
jury trial. The referee does that sitting as a court of equity. 

Now that is the present practice today, and that holds true of every 
kind of claim that is provable in bankruptcy. 

In addition, we have other phases of litigation, reclamation pro- 
ceedings, rescission, which normally in State courts calls for a jury 
trial. But that is heard by the referee and determined by the referee, 
from which appeals are taken. 

Now let me also point out claims may be filed to which a trustee 
may raise objection. And there are instances where the objections go 
to the recovery of preferences and fraudulent transactions, which 
would also entail, if it were a Federal suit, a jury trial in the State 
court. Nevertheless, the referee has jurisdiction to pass on those 
defenses, or those affirmative claims, which may either be a judgment, 
or will be res adjudicata in a plenary suit based upon the judgment 
of the referee. In other words, all you have to do is draw up a com- 
plaint, embody the finding of a referee, and move for summary judg- 
ment, and there is no defense to that type of decision of the referee. 

So we have presently in many fields of law jurisdiction in the 
referee to determine matters which would call for a jury trial, where 
the referee has a right to pass, and determine the issue without a 
jury right now. 

Senator Carrott. Mr. Schwartz, let us assume that plaintiff A 
brings a suit against plaintiff B in the State courts. This cause of 
action can be based upon contract, tort, any legal cause of action. 

Mr. Scuwarrz. That is right. 

Senator Carroti. And let us assume then that plaintiff B, some- 
where in the proceedings, files as a bankrupt. Is it your point that 
if plaintiff A is to participate in the assets of plaintiff B in the bank- 
ruptey court, he will have to make his filing in the bankruptcy court? 

Mr. Scuwartrz. Right. 

Senator Carroti. Having filed his claim in the bankruptcy court, 
the referee in bankruptcy has jurisdiction, and if the referee in bank- 
ruptcy arrives at a decision, that that is res adjudicata as to the suit 
in the State court ? 

Mr. Scuwarrz. That would be. 

Senator Carrouu. So in effect then, no matter what the legal cause 
of action, he may have had a right to a jury trial in the State court, 
but the referee having had jurisdiction and exercising that jurisdic- 
tion, it is res adjudicata except there are certain exceptions under the 
Bankruptcy Act, and his decision is not always final, is it? Suppos- 
ing the cause of action in the State court would be predicated upon 
fraud ¢ 

Mr. Scuwartrz. The referee would have jurisdiction. We have had 
even a murder case where there was a suit for damages resulting from 
the death of the individual. The claim for that damage resulting 
from the murder was held to be exclusively within the jurisdiction 
of the referee to fix and determine. That was a decision by the Cir- 
cuit Court of Appeals for the Second Circuit. 

Senator Carrot. Suppose the plaintiff A does not file his claim in 
the bankruptcy court, supposing he does not waive his jurisdiction, 
what is the situation there ? 
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Mr. Scuwarrz. If he does not file his claim, you notice he will not 
be able to participate in any dividend distribution. Then all you 
would have left open would be the question of whether the debt is 
dischargeable or not. 

Senator Carrott. Would the debt be dischargeable under those 
circumstances ¢ 

Mr. Scuwarrz. If he was scheduled, it would be dischargeable 
except if it came within section 17. 

Senator Carrotu. That is the point I was trying to make. 

Mr. Scuwartz. That is right. Now if it came in the provisions 
of section 17—now let me point out to you, Senator, if you please, 
the incongruity, and this is the only type of jurisdiction of a lawsuit 
where you cannot bring all parties together and have all the issues 
determined in one case. The present tendency for the past 30 years, 
both Federal and State, is to enlarge the jurisdiction so that all pos- 
sible issues in one litigation may be determined as between all parties. 
And we have made no progress in bankruptcy on that score. We can 
bring in third parties in an independent plenary suit, we can bring 
in anyone who may have any connection as between a plaintiff and 
defendant, in both the Federal courts and State courts, but we cannot 
do that in bankruptey. And it is a difficult proposition when you 
have, not alone a false financial statement, but I have had situations 
coming up of fraud contracts and purchase of real estate, et cetera, 
where you file a petition, the suit is pending in a State court, and you 
are up against a stone wall. A restraining order is obtained to re- 
strain the prosecution of the suit in a State court pending the granting 
of a discharge so you can then plead the discharge as a defense to the 
action. 

Senator Carroti. May I interrupt just a moment here, please ? 

Off the record. 

(Discussion off the record.) 

Senator Carroty. Back on the record. 

Mr. Scuwartz. Now we went forth with the administration of the 
estate. It would have been much simpler if we could have come into 
the bankruptcy court with our claim, have it determined by the 
referee, so that the allowability of the claim would be determined, the 
dischargeability of the claim would be determined, and the effect of 
the discharge would be determined. It would benefit all parties. 
And that is the reason why the Brooklyn Bar Association, and I may 
also say the National County Bar Association as well as the Federal 
Bar Association, have gone on record as approving the bill. 

I may also say I have attended the referees’ conferences, and I know 
it may have been overlooked, but at last year’s conference of the 
referees in Indianapolis, Ind., they did approve this bill by a large 
vote. The National Bankruptcy Conference has approved this bill. 

Senator Carroiy. I understand that was not by a large vote, but 
it was a very close vote? 

Mr. Scuwartz. The referees’ vote was close—the conference vote 

was close, but the referees’ vote was by a large majority. 

I may also say my recollection is the American Bar Association, our 
Bankruptcy Committee, has also approved of this bill. 

Senator Carrott. When you say the conference vote was close, who 
are the conferees? 
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Mr. Scuwartz. The National Bankruptcy Conference is an organi- 
zation consisting of referees, law professors, and men who specialize 
in the field of bankruptcy. It is a voluntary organization organized 
by referee Paul King back in 1926 or thereabouts. 

Senator Carrotu. That was a close vote? 

Mr. Scuwartz. That was a close vote. 

Mr. Horskxy. That was 12 to 11, sir. 

Mr. Scuwartz. May I also point out the United States Supreme 
Court—it is my recollection, I do not have the case before me—has 
already expressed itself that the right to jury trial yields to the 
administration of a case under the Bankruptcy Act. My best rec- 
ollection is it was in the Munson Steamship Line case, a series of 
cases that went up to the United States Supreme Court involving a 
chapter 10 case in admiralty administration. And in one of those 
cases that went up to the United States Supreme Court, they ex- 
pressed themselves quite clearly, that the right to jury trial yielded 
through the administration of the act, a case under the Bankruptcy 
Act. 

Senator Carroty. Mr. Covey, could you run that case down for us? 

Mr. Covey. I will try to,sir. Iam not familiar with it. 

Mr. Scuwartz. So that I do not think the jury trial, except as you 
have indicated, as to the matter of State rights, is one that would 
raise a constitutional question, or one in which you would run afoul 
of a decision of the Supreme Court. I think it is well recognized that 
the right to a jury trial on the part of any creditor yields to the 
administration of 

Senator Carroty. How do you answer this question: We have been 
getting along for 60 years. What did they put in section 17 for? 

Mr. Scuwarrz. We have had camplaints about this segregation, in 
my experience, for the last 34 years. We have endeavored to have the 
bankruptcy court pass upon the effect of the dischargeability of a 
debt. And every time we did, we had to go up to the circuit court 
of appeals, and they said, “No, this is not one of the cases which pre- 
sented unusual circumstances.” We have had any number of cases, 
and particularly automobile accident cases, where they have a decision 
by the State court finding a driver guilty of gross negligence, con- 
vincing him, nevertheless, a petition of bankruptcy was filed, and the 
plaintiff sought to go eal with the prosecution of the judgment 
obtained in the State court. A restraining order would be issued by 
the Federal court, holding off action in the State court, until the 
matter of the bankruptcy discharge was determined, so that the dis- 
charge could be pleaded and the effect of discharge weighed as against 
the judgment. We have tried that, year in and year out, but uni- 
formly the decisions come down: “No, we will not pass upon dis- 
chargeability of a debt.” It could very well be done because the 
litigation is there already. 

And I may point out, too, there won't be a tremendous increase of 
litigation before the referee because the bulk of the cases involving 
the effect of this amendment would be on the effect of a discharge. 
Well, you have that pleaded, anyway, in objection to a discharge— 
the issuance of false financial statements. If the referee is passing 
on that, automatically, if he sustains the specification, he also finds 
that debt is nondischargeable. Because if there was a false financial 
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statement issued, the recipient of that was induced by fraud to extend 
credit and therefore his debt is a nondischargeable debt. 

So I cannot conceive of any tremendous amount of additional liti- 
. because it is there, it is right now by reason of objections being 

led to discharges. So one compensates for the other, and I do not see 
any ill effect. 
do see a great benefit being conferred both upon the bankrupt and 
the creditors by the adoption and passage of this bill. 

Senator Carrot. Talk about the automobile accident cases for a 
moment. 

Again reduce it to plaintiff A and plaintiff B. The case is pending 
in the State court. Plaintiff B decides to file for bankruptcy. Does 
that deny the plaintiff A of his right to trial in a State court? 

Mr. Scuwartz. If it is an asset case, and plaintiff A wants to par- 
ticipate in the distribution, he will have to file a claim in the bank- 
ruptcy court claiming damages in an unliquidated claim. The referee 
is the only one who can fix—I should not say he has the exclusive right, 
he could relegate it back to the State court if he wishes to presently— 
but he has jurisdiction to hear, fix, and determine the claim without 
ajury. If he feels it would 

Senator Carrotu. Normally, would not that be foolish, for a plain- 
tiff to submit the jurisdiction to a Federal bankruptcy court? 

Mr. Scnuwartz. Well, if you will take a corporation, and you have 
considerable assets, and a possibility you may get a 25 percent divi- 
dend, bear in mind if you did not file your claim you would get nothing 
after the administration of the estate. And I would say 99%» per- 
cent. of the corporations subject to adjudication of bankruptcy go out 
of business, they do not go back into business. So that if you did 
not come in to file a claim, you would eliminate yourself from the 
possibility of receiving a dividend on your claim. 

Senator CarroLL. Yes, but as against an individual ? 

Mr. Scuwartz. As against an individual, you would have that 
possibility. You would have that right. It would be your choice to 
make, as to whether you would want to participate presently in a 
dividend, or gamble on the fact that you might have a nondischarge- 
able debt. 

Senator CarroLL. How do we answer this: What was the intent of 
Congress in providing the exemptions under section 17? 

Mr. Scuwarrz. I do not think it was with the intent that there 
would not be a hearing before the bankruptcy court. There was 
nothing in the history of section 17 which would indicate that the 
bankruptcy court could not hear the issue as to dischargeability or 
nondischargeability of a debt. There is nothing in the history of the 
act to indicate that. 

Senator CarrotL. That raises the next question: Have there been 
United States Supreme Court decisions with reference to section 17, 
the Bankruptcy Act? 

Mr. Scuwartz. Yes, there have been. I would say in Local Loan 
v. Hunt, which went up to the United States Supreme Court, that 
was one of the cases where the Supreme Court indicated there were 
unusual circumstances pressing giving the bankruptcy court juris- 
diction to determine the effect of its discharge. And they did do that 
in that particular case. 
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Senator Carrott. And there have been circuit court of appeals 
decisions ? 

Mr. Scuwartz. Oh, by the score. 

Senator Carrot. Indicating that the matter before the court was 
nondischargeable ? 

Mr. Scuwartz. There was one indicating it was dischargeable but 
in the vast majority of instances the courts have declined to act, 
refusing jurisdiction on the ground that this was not a case of unusual 
circumstances, and then relegating the parties back to the State court. 
That is true in the vast majority of instances. 

Senator Carrot. Well, I wanted that for the record to show, you 
see, that the purpose of this legislation is, as all of you have testified 
here this morning, very important, of course. But it also may affect 
some court decisions. 

Mr. Scuwarrz. The decisions are not that the court has not juris- 
diction. But they have declined to exercise it. 

Senator Carroii. Well, you were here this morning when I put my 
question to Mr. Covey, and Mr. Covey says that 100 percent of the 
trouble comes from 85 percent of the cases. In your opinion, as a 
lawyer and as a specialist in this field of law, can we modify section 
17 in such a way as to give the referee in bankruptcy authority to 
make a final decision in this 85 percent of the cases? 

Mr. Scuwartz. There are certain phases of section 17 that would 
not lend themselves to modification. I would say the present bill 
adequately covers the situation. Because, you see, in section 17 they 
speak of alimony and other items not being dischar geable. Even that 
issue has, I might say, at times been before the referee, asking them to 
determine whether a certain thing constituted alimony or a money 
lump sum. And the referee has been called on to pass upon those 
situations. 

Senator Carrot. Well you have not quite answered my question. 
Perhaps I have not put it clearly. How can we modify this legislation ? 

I know H. R. 106 is desirable, perhaps, by some. The question is it 
may not be desirable by all. Therefore, how could we modify it, is 
there a compromise here that we can make to take care of this cate- 
gory of claims that are causing a great amount of suffering and 
trouble? 

Mr. Scuwartz. You see, you have mentioned a limit or a ceiling on 
claims under a certain amount. From my experience, I would say in 
the vast majority of cases it involves the issuance of statements claimed 
to be false financial statements to money-lending institutions. In the 

rast majority of instances those loans would ~ be under $1,000. I 
ag if you had something in there with a ceiling of $1, 000, or 


even $1,500, you would cover 99 percent of the situations dealing with 
false financial statements. 


Am I right on that? 

Mr. Covey. I do not know if it would be quite that high. I do not 
know whether the line would be $1,000 or $1,500. 

Mr. Scuwartz. That is why I said $1,500. 

Senator Carrott. What would you think of the constitutionality of 
such a provision ? 

Mr. Scuwartz. I cannot answer that at the moment. 
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Senator Carrot... We are going to conclude. I thank you very 
much, Mr. Schwartz. Am I giving you a chance for a full hearing? 

Mr. Scuwartz. Oh, yes. Thank you very much. 

Senator Carrot. Now Mr. Horsky has been here all during the 
session this morning, and if he will, I would like to have him identify 
himself, give his title again. He testified on May 21, and I would like 
to have his comments, if he cares to make some, this morning. 


STATEMENT OF CHARLES A. HORSKY, CHAIRMAN OF THE 
NATIONAL BANKRUPTCY CONFERENCE 


Mr. Horsxy. I am Charles A. Horsky, and I am appearing as the 
chairman of the National Bankruptcy Conference. I did appear at 
the prior hearing, and I am very much interested in this legislation 
myself. 

I am, with the others, grateful to you, Senator, for having sched- 
uled this supplemental hearing so we could get more of the facts 
on the record. 

I think there is nothing I could add except perhaps to suggest, in 
answer to your last question, 1 would think on the analogy of the 
jurisdiction of Federal courts in diversity cases, there would be no 
constitutional problem raised by giving to the referees, let us say, 
exclusive jurisdiction to determine the dischargeability or nondis- 
chargeability of all debts less than $3,000 or less than $5,000 or $1,000, 
as you may fix the figure. If that would be a compromise, that would 
accomplish the purpose of moving this bill forward in the Senate, 
I think it would probably accomplish the purposes for which most 
of the reasons advanced this morning are addressed. It would take 
care of the small cases. 

I would personally prefer to see it go through in its present form. 
But I should think there would be no constitutional objection in vest- 
ing in what amounts to the Federal court’s exclusive jurisdiction up 
to a certain amount of money and leaving it as it is for sums in excess 
of that amount. If that would solve the jury trial problem, I think 
that would be a perfectly acceptable compromise. 

Senator CarroLt. Mr. Schwartz, do you have any comment now as 
a practicing lawyer? 

Mr. Scuwartz. I would be satisfied with the situation as suggested 
by Mr. Horsky. 

Senator Carrotu. Mr. Kniffin? 

Mr. Kwirrry. On that question, in the present act there is a limita- 
tion in chapter 13, the wage earner chapter, almost limiting the right 
to recourse to the chapter to $5,000. That has never been questioned, 
has it, Mr. Schwartz? 

Mr. Horsxy. That is right. 

Mr. Knirrin. I have never known it to be questioned. 

Mr. Covey. I might say, there is a proposal which is now in the 
form of a bill of the Judicial Conference to remove that $5,000 limit 
with regard to chapter 13, wage earner cases. That is one of the 
bills that is now before Mr. Drabkin’s committee. 

As to the question of constitutionality, I do not think there is any 
ee about it, putting any kind of limit you want. I would think 
the limit should not be less than the $3,000 regular jurisdiction of the 
Federal court, and that might be a solution, Senator. 
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Senator Carroti. Well, just as a result of the testimony of Mr. 
Kniffin this morning, who is a lawyer, a legislator, and a referee, and 
the more I think about this, I am disposed, I will say for the record, 
to approve this legislation as is. But I recognize that, after all, this 
has tan in the law for 60 years, and there is a reason for these ex- 
emptions, you have Supreme Court decisions, you have Circuit Court 
of Appeals decisions. And we have opposition to this bill. 

And again, when we think of the workload, the increase in the 
number of cases, the increase in population, the increase in complex- 
ity of economic life, if we are to carry out the original intent of the 
bankruptcy law for the benefit of people who are in distress, it would 
seem to me there is not going to be much litigation if the State 
court—I raise this question as a lawyer—jury trials are called by 
debtors, not creditors. There is no reflection on the judicial system 
of the Nation. But the trial lawyers, such as myself and people who 
have been in the defense, have more confidence in the jury system 
sometimes than we do in the court. It is not a question of confidence, 
we think the people are closer to the people sometimes than the judges 
who sit on the bench. 

And that is why you find mostly that the debtor will call for the 
jury and not the creditor. The creditor will want to settle his case 
pretty much as a matter of law with the court, rather than go to the 
jury system. So that argument does not appeal to me very much, 
that the creditor needs the jury trial. 

Mr. Covey ? 

Mr. Covey. I was going to say in my comments on that statement, 
I did not make it as specifically as you have. I said there might be 
situations where the debtor would prefer to have the case remain in 
the State court, which under this bill, H. R. 106, he could do. He 
does not have to come in before the bankruptcy court. Someone has 
to bring it there. And there are conceivable situations where the 
debtor, the bankrupt, would prefer to leave the case in the State court. 
And it takes no affirmative action on his part, it stays there unless 
someone brings it into the Federal court. 

Mr. Horsxy. May I add one more suggestion ? 

Senator Carrotu. Yes, Mr. Horsky. 

Mr. Horsxy. I am sure Mr. Rosenberger would remind you of it, 
but there was a discussion at the previous hearing of a proposed 
amendment to section 4, which I believe Mr. Drabkin can confirm, 
which the supervisory conference and the Judiciary Conference has 
approved, and I think it will probably be approved by the House. 

Mr. Covey. What bill is that ? 

Mr. Drasxin. This is limiting it to nonbusiness contacts. I do not 
think the chairman would object to that. 

Mr. Horsxy. This is already in the record. 

Mr. Covey. We are all in agreement on this. This is in the law, 
in the business bankruptcies where a financial statement has been 
issued, which is falsely relied on, that should still remain as a ground 
for a complete denial of the discharge. We are all in harmony on 
that. 

Mr. Horsxy. I mention it only because you mentioned you approve 
the bill as is, and I think everyone concurs in this suggestion, which 
is already in the record from the previous hearing. 
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Mr. Covey. The bill as it passed the House did not have that in it. 

Senator Carrott. And you are now in agreement on that amend- 
ment ¢ 

Mr. Covey. Yes, sir. 

Senator Carrotu. Did you read the testimony of Mr. Twinem of 
New York? 

Mr. Horsxy. No, sir, I did not. I read his statement, but not his 
testimony. 

Senator CarroLt. Well, gentlemen, you have been very helpful 
here. I am, as chairman of this subcommittee, indebted to you for 
coming in from Ohio, and coming in from Brooklyn, to give testimony 
on this most important piece of legislation. 

I do not know, Mr. Drabkin, did you hold extensive hearings in the 
House on this legislation ? 

Mr. Draspxin. Yes, we did, sir. I think Mr. Rosenberger has a copy 
of the transcript. 

Senator Carroxu. Is this the transcript I have ? 

Mr. Drasxin. Yes, that is a copy. 1 think the original has further 
documentation, statements which were submitted, which were only 
available in the original. 

Senator Carrott. Well, I am not going to close the hearings today. 
Mr. Covey is going to submit further statements, and I am going, in 
a short while, to recess subject to call of the Chair. We want to study 
this at length. And any information we can get, from referees, and 
Mr. Covey, from the bar associations, I think it is sufficiently important 
that we continue to explore the field. I would get something passed 
in this session. And Mr. Horsky, if you and Mr. Covey could work 
together and get some sort of amendment on this limitation to reach 
this 85 percent group—— 

Mr. Horsxy. I would be very happy to. 

Senator Carrot. I have a feeling, and perhaps I am wrong, and 
I hope I am wrong, that we are going to have to make some sort of 
a compromise in this matter. And, perhaps we will not. However, 
I hak we ought to be prepared for it. 

I will ask counsel whether he has any further questions along this 
line? Are we in shape as to our exhibits, and as to the record ? 

Mr. Rosensercer. I believe we are. And I might say to Mr. Drab- 
kin, the chairman may not have recognized this because by Senate 
standards we would not call this an extensive hearing. [Laughter.} 

Senator Carrott. Frankly, when we started in, we did not realize, 
none of us realized, the extent, the importance of this type of legis- 
lation. And when the opposition began to develop to it, I thought 
there ought to be made a clear presentation of what our problems are 
and what we are doing. 

And I might say to Mr. Schwartz that his testimony has been very 
helpful to show the type, the nature of the case that comes in, the juris- 
diction of the referee. And Mr. Covey is going to document some of 
those, as I understand, jurisdictional questions. 

And if we can demonstrate—I say this without the slightest bit of 
criticism of those who have raised the issue about jury trial, because 
it is important to understand—for example, Senator Ervin is a very 
able lawyer, and he has handled some of these matters in the State 
court in North Carolina, and I am confident as we present these facts 
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to him he will give them full consideration, as will Senator Dirksen, of 
Illinois. 

Well, in view of the record that has been made today, we will now 
stand in recess subject to the call of the Chair. 

(Whereupon, at 1:40 p. m., the hearing was recessed subject to the 
call of the Chair.) 








APPENDIX 


Wuy WE FEEL THE CELLER AMENDMENT (H. R. 106) SHouLD Nor Be PASSED 


In the extending of credit to buyers of motor vehicles, TV sets, radios, deep 
freezes, household goods, and like commodities, through the purchase of paper, 
we of the Nebraska Association of Discount Companies have to rely quite 
extensively on financial statements furnished by the buyers. If the Celler amend- 
ment to the Bankruptcy Act passes, additional hazards and troubles will be added 
to our industry; therefore, we respectfully ask that you vote against H. R. 106. 

Under the present Bankruptcy Act, a creditor from whom a bankrupt has 
obtained money or property through a materially false financial statement has 
one of several remedies he can follow. He may elect to file objections in the 
bankruptcy court to the bankrupt’s discharge from any of his obligations (Sec. 
14¢ 3). As an alternative, the creditor may take action against the bankrupt 
in a State court on the theory that an obligation incurred through false repre- 
sentations is not dischargeable in bankruptcy. Or he can, file an application 
in the bankruptcy court to have the creditor’s particular obligation declared to 
be nondischargeable because it is a debt which would not be affected by a dis- 
charge under the provisions of section 17 of the Bankruptcy Act. Various cases 
have held, however, that at most it is discretionary with the referee as to 
whether he shall undertake to exercise jurisdiction to make such a determination ; 
that a creditor has no right to have the nature of his claim passed upon in the 
bankruptcy court. 

See Harrison v. Donnelly (153 F (2d) 588 (8th Cir. 1946) ) ; In re Hadden (142 
F (2d) 896 (6th Cir. 1944)); In re Barber (140 F (2d) 724 (3rd Cir. 1944) ); 
and Watts v. Ellithorpe (135 F (2d) 1 (1st Cir. 1943) ). 

In view of those decisions most referees today refuse to determine the dis- 
chargeability of a particular item of indebtedness. In the case of In Re Sutton 
(19 F Supp. 892, 893 (S. D. N. Y. 1937) ) it is stated: “The proper time and place 
for the determination of the effect of a discharge is when the discharge is pleaded 
or relied upon by the debtor as a defense to the enforcement of a particular claim. 
The issue upon the effect of a discharge cannot properly arise or be considered 
in determining the right to a discharge.” In view of these decisions by the 
courts this procedure is of little use. However, the first two remedies afford us an 
opportunity to safeguard our claims. This will all be changed if the Celler bill is 
adopted. 

Section 3 of the Celler bill would eliminate a false finance statement as a basis 
for objection to the bankrupt’s discharge under section 14c (3) of the act. We 
are opposed to this elimination. It would seem that many of our legislative 
bodies in studying legislation of recent date are interested in making things 
easier for the debtors and harder for the creditors. 

The charge has been made that those in the finance industry often encourage 
debtors to make incomplete and false statements so that they will be in a position 
to coerce payment of the debt in full should the debtor attempt bankruptcy. This 
charge is certainly unjustified. When we extend credit or purchase paper we 
attempt to get as much reliable and correct information as possible. We depend 
a great deal on full and complete financial statements. It also should be pointed 
out that should a finance company attempt to coerce or intimidate a bankrupt 
into payment or a promise of payment, they are laying themselves open to a 
charge of criminal offense. A promise to pay based upon such a threat is not only 
void and unenforceable, but the person making such a threat is subject to a fine 
of not more than $5,000 or imprisonment of not more than 5 years or both. We 
think it is obvious that our people are not going to be doing anything that will 
put them in a position of such a charge. We are in the business of buying good 
paper, not the purchase of collection problems or bankrupt accounts. 
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The first section of the Celler bill vests jurisdiction in the bankruptcy court 
to determine the dischargeability or nondischargeability of individual obliga- 
tions. The second section provides that suits against a bankrupt may be stayed 
during the course of the bankruptcy proceedings and until the question of the 
bankrupt’s discharge and the question of the dischargeability or nondischarge- 
ability of the claim are determined. Although this bill does not expressly so 
state, these two sections read together have the effect of vesting the bankruptcy 
court with sole and exclusive jurisdiction to determine the dischargeability of 
individual items of indebtedness. While we believe that the referee certainly 
should have the jurisdiction to make the nondischargeable determination, we 
also feel it should be concurrent jurisdiction rather than exclusive jurisdiction. 
Both the bankrupt and the creditor should have the right to select their own 
forum, 

In addition we believe that there are several other reasons why the exclusive 
jurisdiction feature of these two sections of the bill are bad. (1) They would 
overburden the bankruptcy courts and interfere with the expeditious administra- 
tion of estates and the early relief of the honest debtor. (2) In some cases this 
feature of the bill would force the creditor to prove a nondischargeable obligation 
before a referee who has preconceived ideas about a group of which that credit 
is a member. (3) Many referees are unsympathetic toward making the nondis- 
chargeable determinations. (4) The Celler bill does not give the bankruptcy 
court jurisdiction to enter a money judgment. (5) The Celler bill would deprive 
a creditor asserting a nondischargeable claim of a right to a trial by jury. 

It would appear that the proponents of this exclusive jurisdiction of the 
bill must be suspicious of the State court’s ability to administer justice. The 
place to correct that, if there is any merit to such suspicions, is through State 
legislation. But don’t strip State courts of their present jurisdiction. 

It seems to us that creditors of a dishonest bankrupt should have all the 
protection of the law that they can get, not have it taken away from them. 
Therefore, we sincerely and respectfully request that the Celler amendment, 
known as H. R. 106, now pending before the Committee on the Judiciary of the 
Senate of the United States, be killed in committee. 

Dated at Fairbury, Nebr., this 4th day of March 1958. 


NEBRASKA ASSOCIATION OF DIscOUNT COMPANIES, 
By Max A. Denney, Erecutive Vice President. 





NorwicH & WORCESTER RAILROAD Co., 
Worcester, Mass., May 20, 1958. 
Senator JOHN CARROLL, 
Senate Office Building, Washington, D.C. 


Dear SENATOR CARROLL: I have been directed by the board of directors of the 
Norwich & Worcester Railroad Co. to urge you to give your support to H. R. 
982 which has passed the House, and I believe is now before the Senate Judiciary 
Committee. 

This bill constitutes an amendment to section 77 of the Bankruptcy Act and 
is designed to provide for the situation which occurs when a lessee railroad in 
bankruptcy and in the process of reorganization rejects the lease of the leased 
line and yet under the law continues operating said line. 

The matter of a fair adjustment and equitable division of rates and charges 
of such operation as between the lessor and lessee clearly is a technical railroad 
problem, the solution of which should rest within the Interstate Commerce Com- 
mission rather than with the courts which cannot be expected to have the 
technical know-how of the Commission. 

This is what the bill seeks to accomplish. It seems too clear for argument 
that this division of rates and charges should lie with the body who is dealing 
with such matters every day. The bill has the support of the Interstate Com- 
merce Commission, and I hope you will agree with us that it deserves your 
support. 

Sincerely yours, 
Francis H. Dewey, Jr., President. 
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WorcESTER, MAss., May 20, 1958. 
Senator JOHN CARROLL, 
Room 424, Senate Office Building, Washington, D. C.: 


Most earnestly urge your support of House Resolution 982 relating to operation 
of leased lines in the event of bankruptcy of lessee. 
Francis H. Dewey, Jr., 
President, Norwich & Worcester Railroad Co. 


STATEMENT OF THE AMERICAN BANKERS ASSOCIATION OF H. R. 106 


The American Bankers Association appreciates this opportunity to express its 
views on H. R. 106, which would in effect give the bankruptcy courts exclusive 
jurisdiction to determine the dischargeability or nondischargeability of provable 
debts and would permit borrowers who have given lenders a false financial state- 
ment to obtain a discharge in bankruptcy. 

This bill, if enacted, would adversely affect and seriously impede the lending 
operations of banks, particularly in the field of personal and installment loans. 
While supporters of this bill may be actuated by a desire to alleviate the abuses 
of unscrupulous money lenders, the amendments are so broad as to penalize banks 
and other scrupulous lenders. It is our belief that if abuses exist with respect 
to some money lenders, corrective legislation should be enacted at the State level. 

This bill, by giving the bankruptcy courts exclusive jurisdiction to determine 
the dischargeability and nondischargeability of any particular claim, would, in 
some jurisdictions, greatly overburden these courts, and make it more difficult 
to secure expeditious administration of bankruptcy proceedings. It would neces- 
sitate a substantial increase in the number of referees, clerks, and other personnel 
in order to handle the heavier workload. Removal of jurisdiction of ordinary 
civil suits from a State court and conferring it upon a Federal court, in our 
opinion, would constitute an invasion of the rights of the States in the exercise 
of their judicial powers. It might also mean that many banks would have to 
bring witnesses a greater distance, in some instances as much as several hundred 
miles, to attend the hearings before the Federal court or bankruptcy referee, 
with the resultant additional expense. 

In addition, a multiplicity of suits would result since the bankruptcy court 
would not have authority to enter a money judgment against the bankrupt in 
favor of the creditor if the nondischargeability of the claim is established, in 
which event the creditor would have to bring a separate proceeding in the State 
court to obtain judgment. Similarly, the bankruptcy court would not have 
authority to grant judgment against the creditor in event the bankrupt has a 
counterclaim. 

H. R. 106 would permit the staying of pending actions in State courts until the 
bankruptcy court has determined the question of the bankrupt’s discharge or the 
dischargeability or nondischargeability of the claim. In our opinion, this pro- 
posal would seriously affect the rights of banks as it would impede or defeat the 
prompt enforcement of claims and judgments while the debtor still has assets out 
of which claims and judgments could be enforced or satisfied. 

The association is likewise concerned with the effect of the amendments to 
section 14 (c) of the Bankruptcy Act which would remove the obtaining of 
money or property on credit by making or publishing a false financial statement 
as grounds for a general denial of a discharge in bankruptcy, and with the effect 
of the amendment to section 17 (a) (2) of such act which would make non- 
dischargeable a particular debt resulting from an extension of credit in reliance 
on a false financial statement. 

It would seem that the effect of the amendment to section 17 (a) (2), by 
expressly adding the element of reliance by the creditor on the false financial 
statement, might be to cast upon the creditor the burden of proving by direct 
testimony reliance on a financial statement. Under the present provisions, which 
contain no express language relative to reliance by the creditor upon a financial 
statement, reliance may be proved by any evidence showing that the financial 
statement was made to support the application for credit and that credit was 
given after receipt of the financial statement. Accordingly, this would set up an 
inference of reliance which would be sufficient to constitute a prima facie case 
for the objecting creditor on the issue of reliance, and require the bankrupt to 
rebut that inference. It is our opinion that clause (3) of section 14 (c) of 
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the Bankruptcy Act should be retained and the amendment to section 17 (a) (2) 
should not be adopted. 

In the extension of personal loan credit, banks must rely to a great extent upon 
financial statements furnished by borrowers, with routine credit checking, if 
they are to expeditiously process and close such loan transactions. This is par- 
ticularly true in the extensions of credit to wage earners. The nature of the 
personal and installment loan business is such today as to make it impracticable 
to do otherwise. The adoption of the amendments to sections 14 (c) and 17 (a) 
contained in H. R. 106 would undoubtedly make it more difficult for legitmate 
borrowers to secure credit. 

The banks of the country have developed sound and constructive lending 
policies over the years and have established a reputation for integrity and fair 
dealing with borrowers. The greater majority in dollar amount of total install- 
ment loans and personal loans are made by banks and the enactment of restrict- 
ive legislation, such as encompassed in this bill, would be unfair to all legitimate 
lenders, including banks, and would be prejudicial to those of the public who are 
seeking credit. 

For the foregoing reasons, the American Bankers Association opposes this 
bill. 


NORTHERN RAILROAD, 
Concord, N. H., May 23, 1958. 
Senator JoHN CARROLL, 
Senate Judiciary Committee, 
Washington, D. C. 


DeaR SENATOR CARROLL: As president of the Northern Railroad of New Hamp 
shire, a railroad corporation having no securities outstanding other than com- 
mon stock, I should like to urge enactment of H. R. 982 relating to railroad 
leases. 

Recent experience with the reorganization of railroads has indicated that some 
tribunal should be available to protect the interest of lessor roads where the 
lessee continues to operate them under court order. 

The Northern Railroad of New Hampshire is leased to the Boston & Maine 
Railroad which holds approximately 45 percent of the outstanding stock. The 
balance of the stock, for the most part, is in the hands of institutional investors, 
trustees, and long-time holders, some of whom have held their stock since the 
railroad was organized 112 years ago. 

Sincerely yours, 
DuDLEY W. Orr. 


THE CHICAGO BAR ASSOCIATION, 
Chicago, IlUl., May 22, 1958. 
Hon. JAMES O. EASTLAND, 
Chairman, Committee on Judiciary, 
United States Senate, Washington, D. C. 


Dear SENATOR EASTLAND: Based on a study and report of our committee on 
bankruptcy and reorganizations, this association is opposed to the so-called 
Celler bill (H. R. 106) which seeks to amend the Bankruptcy Act. 

Our disapproval of the bill is based on the following principal grounds: 

1. The proposed bill does not protect the interest of the creditor who 
in good faith has loaned money or advanced credit on a fraudulent state- 
ment and has obtained judgment on the obligation before bankruptcy with no 
allegations based on fraud and deceit. Objection to discharge of the par- 
ticular debt cannot then be made under section 17 of the Bankruptcy Act. 

2. At the present time, the State court, where the particular debtor claim 
is sued upon, determines the dischargeability or nondischargeability of each 
individual provable debt. The Celler bill confers on the bankruptcy court 
the jurisdiction to determine such dischargeability or nondischargeability. 
This will unnecessarily increase the cost of collection without any par- 
ticular benefit to the debtor. 

3. The Bankruptcy Act is designed to aid the honest debtor. A debtor 
who makes a false statement to any one of his creditors should forfeit 
this privilege. It would be morally indefensible to grant a dishonest debtor 
a discharge. It appears to be no answer to this position in principle that 
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false financial statements are often intentionally induced by small lenders, 
or that creditors to whom no such statements were made, get a windfall, or 
that creditors to whom false statements are actually made will really bene- 
fit because all claims except theirs will be discharged. 
This is being forwarded to you in the hopes that it may be of some aid in 
your consideration of H. R. 106. 
Yours very truly, 
E. DouGLAS SCHWANTES, President. 
x 





